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Our next issue will be dated January, 
1952, and we begin a new volume—30. 
It is like a birthday, for this magazine 
will be one year older. While that one 
little minute at midnight on the last cay 
of the year brings about a difference in 
dates, and in tax law a ditference in 
result, next year’s issues will carry 
articles by many of the same contribu- 
tors who unselfishly shared their re- 
search and knowledge with the thousands 
of other tax men who read this maga- 
zine in 1951. 7s ee SS 
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Revenue Act Change 
Sir: 


I should like to call your attention to 
the extension of Code Section 112(b)(7) 
for the year 1952. However, you will notice 
that my article (“The Collapsible Corpora- 
tion Through the Looking Glass,” TAxeEs, 
November, 1951, page 895) refers to a 
limitation to 1951 for this Code section. 


NoRMAN E. SCHLESINGER 
NEWARK, NEw JERSEY 


Future Tax Trap 
Sir: 


The income tax law provides that in 1954 
and subsequent years the total income tax 
liability must be paid by June 15. Let us 
assume that a company pays its 1954 tax 
fully by June 15, 1955, but files a tentative 
return on March 15, 1955, and its complete 
return on July 15, 1955. 


On July 1, 1958, the company executes 
a waiver extending the statute of limitations 
to July 15, 1959. It is found on examination 
that the company has overpaid its tax by 
$100,000. The company files a refund claim 
for the $100,000. 


Question: How much will be refunded? 
Answer: Nothing. 


Reason: A return is considered filed when 
the complete (not the tentative) return is 
filed, which, in the above case, is July 15, 
1955 (Florsheim Brothers Dry Goods Com- 
pany v. U. S., 2 ustc J 485, 280 U. S. 453, 
8 AFTR 10281 (1930)). The Commissioner, 
under Section 275 (a), has three years from 
the filing of the return in which to make 
an assessment. Under Section 277 the statute 
of limitations for making the assessment is 
suspended for 90 days if the Commissioner 
issues a 90-day deficiency letter. Therefore, 
the Commissioner on July 1, 1958, could 
demand a waiver or he would issue a 90-day 
letter. When the company executes the 
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waiver, it is then entitled to file its claim 
for refund under Section 322 (b) (3). This 
section provides that a claim for refund 
may be filed during the period within which 
the Commissioner may make an assessment 
pursuant to the waiver and six months 
thereafter (July 15, 1958—January 15, 1960). 
But the section also limits the amount that 
may be refunded to “the total of the por- 
tions of tax paid (A) during the two years 
immediately preceding the execution of 
such agreement (waiver), or, if such agree- 
ment was executed within three years from 
the time the return was filed, during the 
three years immediately preceding the exe- 
cution of such agreement.” 


Since the waiver was executed on July 
1, 1958, the company can only obtain a re- 
fund of amounts paid between July 1, 1955, 
and July 1, 1958. Nothing was paid during 
this period. Therefore, no refund is col- 
lectible. 


Conclusion: In the event the law is not 
changed, the best thing to do is to under- 
estimate the tax due on the tentative return 
and thus leave a substantial amount to be 
paid on the filing of the complete return. 

R. W. CAsH 
HUNTINGTON, WEST VIRGINIA 
[In the light of previous experience, it is 
to be doubted that anything as ephemeral 
as the tax law of today will see many 
tomorrows.—Editor. ] 


Old v. New Withholding Tables 
Sir: 


On page 870 of the November issue of 
Taxes, the figures for the November 1 pay- 
roll withholding deductions were correct, 
but the figures with reference to payroll 
deductions prior to November 1 were inac- 
curate. 

Harry R. BAKER 
HosoKeENn, NEw JERSEY 


[We used the figures in effect on January 
1, 1950.—Editor.] 
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Tax-Wise 


Meetings of Tax Men 


American University.— The American 
University in Washington, D. C. will hold 
its Seventh Annual Institute on Federal 
Taxes on December 5, 6 and 7. 


Federal Tax Institute of New England.— 
Under the chairmanship of Dean Erwin N. 
Griswold of the Harvard Law School, the 
Federal Tax Institute of New England on 
December 8 will conduct a Saturday forum 
on Major 1951 Tax Legislation and Tax 
Aspects of Insurance Planning. 


Iowa Bar Association.—The Twelfth An- 
nual Tax School of the Iowa State Bar 
Association will meet December 6, 7 and 8. 


New Jersey Accountants.—The Second 
Annual Seminar of the New Jersey Associa- 
tion of Public Accountants will be held 
December 14-15 at the Essex House in 
Newark. 


Practising Law Institute—The new tax 
law will be studied by lawyers from many 
parts of the country on December 1 at a 
Practising Law Institute Saturday Forum 
to be held at the Hotel Statler in New York 
City. Again, on January 12, the Institute 
will sponsor a program of round-table discus- 
sions On estate planning. 


Tax Executives Institute, Inc., Syracuse 
Chapter.—On December 5 Mr. A. Goldberg, 
Head of the Permissive Tax Division of 
the City of Syracuse, will address the Syra- 
cuse Chapter of Tax Executives Institute, 
Inc., on the subject of “City of Syracuse— 
Sales and Use Tax.” 


Wisconsin Society of Certified Public 
Accountants.—The Wisconsin Society of 
CPA’s will hold its annual tax clinic on 
December 7 at the Elks Club in Milwaukee. 
Information may be obtained from the 
Society’s Milwaukee Chapter, 152 West 
Wisconsin Avenue, Milwaukee 3, Wisconsin. 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


Dunlap Addresses Tax Forum 


Commissioner John B. Dunlap spoke be- 
fore the Federal Tax Forum on November 
8 in New York City. He said in part: 


“A complete and thorough investigation 
of all present or prospective Internal Reve- 
nue personnel is being conducted through- 
out the entire country. This is being 
accomplished by (1) conducting intensive 
examinations of their income tax returns for 
the last three years as a minimum, and for 
additional years if necessary; (2) requiring 
the preparation and submission of compre- 
hensive and complete net worth, income, 
and expenditure statements; (3) investigat- 
ing thoroughly every lead from every source 
suggesting improper action by any present 
or prospective employee; and (4) inves- 
tigating carefully the background, honesty, 
and suitability of all persons proposed to 
be appointed to positions in the Internal 
Revenue Service to insure that their quali- 
fications are fully adequate and that their 
character is completely above reproach. 


“We have strengthened our supervisory 
staffs in all divisions of the Bureau. We 
have set up an Internal Revenue Inspection 
Service to insure careful and painstaking 
examinations in the future of all our field 
offices and personnel, and thus prevent so far 
as is humanly possible the occurrence of any 
laxity in any office or on the part of any 
personnel. 


“T wish I could tell you that we had 
finished our job of ridding our Service of 
all undesirables, but unfortunately I cannot. 
Further disclosures may be made as a 
result of the methods which I have out- 
lined or by disclosures resulting from the 
continued intensive investigations of the 
King Subcommittee. All I can tell you is 
that quick and proper action will be taken 
in every case. Whenever you may read of 
such actions I trust you will be reminded 
we are keeping our pledge to the public.” 
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The President 


President Truman’s signature has com- 
pleted action on H. R. 3590, which is now 
Public Law 251, relating to the income tax 
treatment of gain realized on an involuntary 
conversion of property. 


The enactment amends Code Sections 
112 (f), 113 (a) (9) and 276. 

Heretofore Section 112 (f) operated in 
the majority of cases to relieve taxpayers 
from the payment of a tax upon gain where 
property was involuntarily converted, but 
the requirements set up in that section oper- 
ated to deny relief in certain situations. No 
relief was accorded where, before receipt of 
the proceeds for the converted property, the 
taxpayer purchased replacement property. 
This was because the benefits of Section 
112 (f) were limited to cases where the 
proceeds from the converted property could 
be traced directly into the subsequently 
acquired property. 


A problem also arose where the taxpayer 
used a part of the proceeds from the con- 
verted property to pay off indebtedness on 
that property. In such cases the taxpayer 
had to pay a tax on any gain up to the 
amount of the proceeds which were used in 
liquidation of indebtedness, even though he 
also fully replaced the converted property, 
since the amount used to pay off the in- 
debtedness could not be traced directly into 
the replacement property. 


Public Law 251, though retaining the 
requirement of similarity or relation in 
service or use between the converted and 
the replacement property, eliminates the 
requirement that the taxpayer, in order to 
have the benefits of Section 112 (f), must 
trace the proceeds from the converted 
property into the replacement property. 


The act also makes a technical amend- 
ment to Code Section 276 by adding a new 
subsection (3) thereto, providing that any 
deficiency described in Section 112 (f) (3) 


Washington Tax Talk 


Involuntary Conversions .. . 


New Forms Issued 








expiration of the period of time specified in 
those respective subsections. 


Finally, the bill amends Code Section 113 
(a) (9) so as to provide that in the case of 
property purchased by the taxpayer which 
resulted, under the provisions of Section 112 
(f) (3), in the nonrecognition of any part 
of the gain realized as the result of an in- 
voluntary conversion, the basis shall be the 
cost decreased in the amount of the gain 
not so recognized. For example, suppose a 
taxpayer receives $8,000 from the involun- 
tary conversion of his barn; the adjusted 
basis of the barn to him was $5,000, and 
he spent $7,000 for a new barn which re- 
sulted in the nonrecognition of $2,000 of 
the $3,000 gain on the conversion. The 
unadjusted basis of the new barn to the 
taxpayer would be $5,000—the cost of 
the new barn, $7,000, less the amount of the 
gain not recognized on the conversion, 
$2,000. The unadjusted basis of the new 
barn would not be a “substituted basis” in 
the hands of the taxpayer under Code Sec- 
tion 113 (b) (2) (B). 

For the most part the amendments are 
applicable only with respect to taxable 
years ending after December 31, 1950. But 
the provisions of Section 112 (f) (3) and 
the amendment of Section 113 (a) (9) are 
also applicable to any taxable year ending 
prior to January 1, 1951, in which any gain 
was realized upon the conversion of prop- 
erty and the disposition of such converted 
property occurred after December 31, 1950, 
or in which the basis of property is affected 
by an election made under the provisions of 
Section 112 (f) (3). 


The Congress 


The adjournment of the first session of 
the Eighty-second Congress left technically 
alive certain tax bills of varying degrees of 
importance. Among them are the following: 

(Continued on page 1003) 
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XLVIII 
Lyeth v. Hoey 
“‘Compromise Makes 
a Good Umbrella, 
but a Poor Roof” 


Tax Classics e e by Robert S. Holzman 


ad 8) VERY HUMAN BENEFIT and en- 
4 joyment, every virtue and every pru- 
dent act, is founded on compromise. .. .”* 
It is small wonder that the Commissioner 
looks hungrily at compromises, for that 
“human benefit and enjoyment” phrase sounds 
strangely like the judicially taxable “economic 
or financial benefit.” ? 


Mary Beecher Longyear provided rather 
small bequests to her children and grand- 
children. The residuary estate of more than 
$3,000,000 was left to set up a trust to pre- 
serve “the records of the earthly life of 
Mary Baker Eddy,” the discoverer and 
founder of Christian Science. When the 
will was offered for probate, the heirs ad- 
vanced various objections. All the parties 
in interest then entered into a compromise 
agreement providing for the distribution of 
the estate in accordance with the will and 
a settlement arranged between them. The 
compromise was approved by the probate 
court. As the founder had said: ‘Mutual 
compromises preserve a compact that might 
otherwise become burdensome.”* Munro 
L. Lyeth, a grandson, thus received more 
property under the compromise agreement 
than he would have received under the terms 
of the original will. “Don’t forget that in- 
come includes gains and profits arising out 
of an interest in property,” reminded the 
Commissioner. “And don’t you forget,” shot 
back young Lyeth, “that the value of prop- 
erty acquired by bequest is excluded from 
gross income.” “But what you received was 
not by bequest,” retorted the Commissioner 
after he had thought that one over. 





‘Edmund Burke, Speech on Moving His Reso- 
lutions for Conciliation with the Colonies 
(London, J. Dodsley, 1775), p. 52. 
*Commissioner v. Smith, 45-1 vustc { 9187, 
324 U. S. 177. See ‘‘Tax Classics,’’ XXXIII, 
TAXES—The Fax Magazine, September, 1950. 

*‘ Mary Baker Glover, Science and Health 
(Boston, Christian Science Publishing Company, 
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Adjunct Professor, New York University Graduate School of Business Administration 





On December 5, 1938, Mr. Chief Justice 
Hughes delivered the opinion of the Supreme 
Court: * 


“Petitioner was concededly an heir of his 
grandmother under the Massachusetts stat- 
ute. It was by virtue of that heirship that 
he opposed probate of her alleged will which 
constituted an obstacle to the enforcement 
of his right. Save as an heir he had no 
standing. ... It was in that situation, facing 
a trial of the issue of the validity of the 
will, that the compromise was made by which 
their heirs, including the petitioner, were 
to receive certain portions of the decedent’s 
estate. 


“There is no question that petitioner ob- 
tained that portion, upon the value of which 
he is sought to be taxed, because of his 
standing as an heir and of his claim in that 
capacity. It does not seem to be questioned 
that if the contest had been fought to a 
finish and petitioner had succeeded, the 
property which he would have received 
would have been exempt under the federal 
act. Nor is it questioned that if in any 
appropriate proceeding, instituted by him as 
heir, he had recovered judgment for a part 
of the estate, that part would have been 
acquired by inheritance within the meaning 
of the act. We think that the distinction 
sought to be made between acquisition 
through such a judgment and acquisition 
by a compromise agreement in lieu of such 
a judgment is too formal to be sound, as 
it disregards the substance of the statutory 
exemption. It does so, because it disregards 
the heirship which underlay the compromise, 


1875 (ist Ed.)), p. 316. Subsequently this was 
changed to read: ‘‘Mutual compromises will 
often maintain a compact which might other- 
wise become unbearable.’’ Mary Baker Glover 
Eddy, Science and Health with Key to the 
Scriptures (Boston, W. G. Nixon, 1891), p. 269. 

4 Lyeth v. Hoey, 38-2 ustc J 9602, 305 U. S. 188. 
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the status which commanded that agreement 
and was recognized by it, While the will 
was admitted to probate, the decree also 
required the distribution of the estate in 
accordance with the compromise and, so 
far as the latter provided for distribution to 
the heirs, it overrode the will. So far as 
the will became effective under the agree- 
ment it was because of the heirs’ consent and 
release and in consideration of the distribu- 
tion they received by reason of their being 
heirs. . . . The portion of the decedent’s 
property which petitioner obtained under the 
compromise did not come to him through 
the testator’s will. That portion he obtained 
because of his heirship and to that extent 
he took in spite of the will and as in case 
of intestacy. The fact that petitioner re- 
ceived less than the amount of his claim 
did not alter its nature or the quality of its 
recognition through the distribution which 
he did receive. 


“We are not convinced by the argument 
that petitioner had but ‘the expectations’ of 
an heir and realized on a ‘bargaining posi- 
tion.” He was heir in fact. Whether he 
would receive any property in that capacity 
depended upon the validity of his ancestor’s 
will and the extent to which it would dispose 
of his ancestor’s estate. When, by compro- 
mise and the decree enforcing it, that dis- 
position was limited, what he got from the 
estate came to him because he was heir, the 
compromise serving to remove pro tanto the 
impediment to his inheritance. We are of 
the opinion that the exemption applies.” 


Citing the Lyeth case, one writer observed 
that “a contesting heir receives a tax-exempt 
inheritance and not taxable income... .”° 
“In rendering its decision upon this,” declared 
another analyst, “the court avoided the ques- 
tion whether amounts received in compro- 
mise of a will constitute income. . . . This 
question might arise from a compromise of 
a contest involving claimant’s heirship, for 
it could not be established that property 
so received was acquired by inheritance 
without first establishing the very matter: in 
controversy, i.e. that the claimant was an 
heir.” * 


ET where a residuary legatee agreed to 
4 a compromise, the amount received was 
not taxed. “Lyeth v. Hoey certainly therefore 





can not mean that one must be an heir 
and take only in the one category of ‘inherit- 
ance’ in order to be free from taxation upon 
receipt from a compromise. ... We think 
the . .. [residuary legatee] had a standing 
as a legatee just as the claimant had a stand- 
ing as heir in Lyeth v. Hoey.” * 


Where a will contest was abandoned via 
compromise, the amount received by the 
claimant determined the estate’s allowable 
deduction. “It does not seem possible to 
distinguish the Lyeth case ftom the present 
one, in principle. But, the petitioner points 
to the fact that the Lyeth case involved a 
question of income, and not estate, tax 
liability. That is hardly more than a differ- 
ence in words. Certainly it is not.a distinc- 
tion material to the rationale of the rule 
involved.”* Where a widow gave up her 
right to one third of the estate in return 
for an annual income from the residue, the 
income was nontaxablé, for “under Lyeth 
v. Hoey, supra, there is no difference in prin- 
ciple between the situation as to widow 
taking under the will and one taking as here 
by agreement contrary to it....”*® 


If the payment is not made under a will 
or a compromise, the doctrine does not 
apply. Residuary legatees agreed to honor 
charitable bequests that the decedent was 
disqualified from making, because “the dif- 
ferences in the facts of this case and in 
... Lyeth v. Hoey, supra, are easily discern- 
ible .... The holding is that there were 
no bequests, etc., from the decedent because 
four provisions in the will were void, and 
that what went to the charities went to them 
through the agreement of the residuary 
legatees and not under the will of the testa- 
tor. Therefore, the deductions claimed... 
[by the estate] are not allowable... .”” 
Nor does the doctrine apply where there 
really wasn’t a compromise. The decedent 
had left his wife a sizeable legacy and the 
income from a business set up in trust for 
her. She waived the legacy, as it could 
not have been paid without liquidating the 
business. Income from the trust was tax- 
able to her. “In view of the taxpayer’s 
attempt to support her position by reliance 
upon Lyeth v. Hoey . .. and kindred cases, 
I perhaps ought to add a word [sic] as to 
why those cases are inapplicable. If the 





5 Lloyd W. Kennedy, Federal Income Taxation 
of Trusts and Estates (Boston, Little, Brown 
and Company, 1948), p. 335n. 

6 Roger John Traynor, ‘Tax Decisions of the 
Supreme Court,’’ Proceedings of the Thirty- 
Second Annual Conference on Taxation (Colum- 
bia, South Carolina, National Tax Association, 
1940), p. 54n. 


t Keller, CCH Dec. 11,019, 41 BTA 478 (1940). 

8 Sage et al. v. Commissioner, 41-2 ustc 
| 10,068, 122 F. (2d) 480 (CCA-3). 

® Chase National Bank et al., CCH Dec. 10,742, 
40 BTA 44 (1939). 

10 Estate of William A. Carey, CCH Dec. 16,154, 
9 TC 1047 (1947). CCH Dec. 16,154. 
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taxpayer’s argument is that here she com- 
promised the .. . legacy . . . and instead 
took rights to receive income under the trust 

. the argument is based upon a false 
assumption of fact... . She made no such 
compromise.” ™ 


The language of a compromise agreement 
does not affect the Lyeth rationale. A widow 
refused to take under the will, whereupon 
the parties worked out a compromise under 
which the property -was placed in the hands 
of trustees who gave the property to the 
widow’s children upon her demise. The 
Commissioner could not throw this property 
into her estate. “It distorts the realities of 
the situation and conflicts with the principle 
in the Lyeth case to conclude from the quoted 
words of the compromise agreement that 
she first became the owner of the property 
and then made a taxable transfer of it.” ” 


A VOLUNTARY REVISION of the 
[\ widow’s share occurred when the other 
heirs agreed that she should receive what a 
subsequent (but unsigned) will would have 
provided. “In the instant case there was 
no legal conflict between the heirs. The 
settlement agreement was voluntary and 
amicable. Under these circumstances, we 
think that whatever additional amount she 
received under the agreement was merely 
a gift and consequently not taxable. In any 
event being an heir in fact, we think there 
is no substantial difference in the effect of 
the agreement in the instant case from that 
made in Lyeth v. Hoey, supra, and that she 
was consequently entitled to hold all she 
received thereunder free from tax.” * Where 
a widow paid her son $100,000 a year to 
dissuade him from seeking to break the 
will, the payment was subject to gift tax 
despite her reliance on “Lyeth v. Hoey... . 
The facts here are quite different, and the 
issue is one of gift tax, not of income tax.” ™ 

A compromise on the fact of heirship may 
result in a nontaxable receipt. A woman 
claimed her share in an estate as a natural 
daughter. She was not taxed upon that 


portion allowed her under an agreement that 
she would cease asserting that she was the 
decedent’s child. “The Government argues 
that . . . the nontaxability of the property 
received in . 


. . [cited] cases arose from 





1 Allen v. Welch, 43-1 ustc J 9431, 49 F. Supp. 
902 (DC Mass.). 

2 Rstate of Mary M. Reed v. Commissioner, 
49-1 ustc J 10,704, 171 F. (2d) 685 (CA-8, 1948). 

8 Benfield et al. v. U. 8., 39:1 ustc J 9439, 
27 F. Supp. 56 (Ct. Cls.). 

144 Housman v. Commissioner, 39-2 ustc {| 9637, 
105 F. (2d) 973 (CCA-2). 
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the fact that the parties receiving the prop- 
erty under a compromise were admitted to 
be heirs or legatees, while in the instant case 
. . . [She] has no greater standing than a 
claimed kinship. In our opinion such an 
agreement ignores the statement of the Su- 
preme Court in the case of Lyeth v. Hoey. ... 
It is clear that... [she] was enabled to effect 
a compromise because of her claimed status 
as a natural daughter . . . and ‘pursuant to 
such compromise the probate court distrib- 
uted to the . .. [woman].’””* An estate 
could not claim a deduction for a payment 
to an alleged illegitimate child in compro- 
mise of a larger sum awarded by a court 
but appealed. ‘A jury had returned a verdict 
pronouncing ... [her] a daughter of the 
decedent, and, to say the least, the compro- 
mise was based upon her claim that she was 
such a daughter. We think therefore that 
the payment was in character a distribution 
from the estate and not the payment of 
costs or expenses. Compare Lyeth v. Hoey. 


16 
e- 


a of inherited property as a phase of 
a compromise agreement may be nontax- 
able. A daughter was dissatisfied with the 
number of shares her father had left her 
and threatened litigation. Her brother agreed 
to “purchase” her shares if she waived her 
claims against the validity of the will. She 
“received no income by the compromise, for 
what she got was in lieu of what she claimed 
by reason of her being an heir. Lyeth v. 
Hoey, supra.” ™ Where a father set up trusts 
for two sons that were larger than one set 
up for his daughter, she surrendered her 
right to contest the will in return for the 
brothers’ promise to pay her certain income, 
and when she subsequently relinquished her 
rights to further payments for a cash con- 
sideration, she was not taxed. “The decision 
in Lyeth v. Hoey, supra, . . . is, of all cases 
cited, the nearest to being in point. . 
we find it impossible to escape the conclu- 
sion that the [payment] indirectly 
came to... [her] as a part of her inherit- 
ance.” * 


An individual sued executors to recover 
a ranch allegedly promised him by the dece- 
dent, and the executors compromised the 
claim for cash. He was taxed on the receipt 


%U, §. v. Gavin, 47-1 ustc J 9157, 159 F. (2d) 
613 (CCA-9). 

16 Astate of Lilly B. Howard, CCH Dec. 
13,623(M), 2 TCM 1075 (1943). 

17 Rhodes, CCH Dec. 14,130(M), 3 TCM 963 
(1944). 

% Quigley v. Commissioner, 44-2 ustc. { 9352, 
143 F. (2d) 27 (CCA-7). 
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despite his claim that the Lyeth case con- 
trolled. “When what is received by a com- 
promise is a part of the very thing claimed, 
the assertion is correct. If... [he], claim- 
ing all the ranch as a gift, had been con- 
ceded part of it, the land he thus got would 
stand as a gift. But in this case he got no 
land, but money. Yet he never claimed the 
. . . [decedent] had given him any money. 
. . . [The executors] paid him money for 
the release of the right which he claimed 
in the land. ... The gain from the conver- 
sion of a gift is taxable, though the receipt 
of the gift originally was not.” Despite 
a will, a decedent’s two sons agreed that 
each would receive certain stocks, a settle- 
ment to be arranged at par. “But they did 
not thereby become purchasers of the prop- 
erty. ... Rather, we think, the property was 
‘acquired either by will or intestacy.’ Cf. 
Lyeth v. Hoey... .”™ 


A ComrRUnmise does not change the 
nature of the interest acquired. A widow 
claimed dower rights. Her brother-in-law 
claimed that the property went to him under 
a trust agreement. Compromise was achieved 
to the effect that she would receive a certain 
annual sum in lieu of her husband’s one- 
third interest in the income. She was taxed 
on the income, for “we see no reason why 


this . . . promise, made as a term of com- 
promise, should have changed the nature 
of ... [her] interest from that of either 


dowress or assignee to some other kind of 
interest, the current receipts from which 
were not taxable income.” ™ A husband and 
wife, at separation, divided their property 
by agreement. Subsequently he gave her 
$500,000 which the Commissioner sought to 
tax as a fee for ratifying the property settle- 
ment. “Where litigation is settled or com- 
promised by the parties thereto, and as a 
result one of them receives a sum of money 
from the other the question as to whether 
such sum constitutes taxable income to the 
recipient. is to be determined in the light of 
the claim from which it was received. And 
where the claim is based on items or matters 





which by their nature do not represent in- 
come, an amount received in settlement or 
compromise of the claim will not constitute 
taxable income. Lyeth v. Hoey... .”™ 


HE rationale applies to other types of 
compromise. A woman transferred stock 
upon representations subsequently deemed 
to be fraudulent, and she sued for recovery. 
Later she accepted cash for dropping the 
suit, and she was taxed on capital gain. “The 
nature and basis of the action show the 
nature and character of the consideration 
received upon compromise. Lyeth v. Hoey. 
..”** A corporation received money from 
a competitor in compensation of an anti- 
trust suit where destruction of good will was 
alleged; this was treated as capital gain. 
“Nor does the fact that the suit ended in a 
compromise settlement change the nature 
of the recovery. .. .”™*% A drilling com- 
pany’s contract called for monthly payments 
after the owner had recovered costs. A 
compromise as to the amount due was deemed 
to be taxable as ordinary income. “Since 
the . .. [amount] received on compromise 
. is to be considered as the same nature 

as the right compromised, Lyeth v. Hoey, 
. it follows that the receipt . . . did not 
represent capital gain but ordinary income.” * 


A widow elected under her deceased hus- 
band’s insurance policy to take installment 
payments rather than a lump sum. She was 
not taxed on the receipts, the court noting 
as an analogy that “when an heir who con- 
tests a will, the contest remaining undecided, 
settles with the executor, he takes by inherit- 
ance, though it is . .. only by conforming 
to a condition that he gets his share, Lyeth 
v. Hoey... .™ 


Materialists might despair at what would 
happen if a descendent 

“ ,. basely yielded upon compromise 

That which his noble anceStors achiev'd 
with blows.” ” 

But Mrs. Longyear was more likely to 
have been taught that oftentimes “compro- 
mises have been welcomed.” * 





19 White et al. v. Thomas, 40-2 ustc { 9819, 116 
F. (2d) 147 (CCA-5). 

2 Wright et al., BTA Memo. Op., Docket 
No. 88657, June 22, 1939. 

21 Tree v. U. S., 44-2 ustc 7 9364, 55 F. Supp. 
438 (Ct. Cls.). 

2 Herrscher, BTA Memo. Op., Docket No. 
89452, May 10, 1939. 

23 Megargel, CCH Dec. 13,729, 3 TC 238 (1944). 

2% Raytheon Production Corporation v. Com- 
missioner, 44-2 ustc { 9424, 144 F. (2d) 110 
(CCA-1). 
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23 Roeser & Pendleton, Inc., CCH Dec. 18,014, 
15 TC 966 (1950). 

28 Commissioner v. Pierce, 45-1 ustc { 9123, 
146 F. (2d) 388 (CCA-2, 1944). 

27 William Shakespeare, Richard II, Act 2, 
Scene 1. This was the monarch that made tax 
history by introducing the occupational poll tax 
into England. Newton M. Taylor, The Elements 
of Taxation (Philadelphia, Equity Series, 1905), 

ae 
‘ 23 Mary Baker Eddy, Pulpit and Press (Boston, 
Trustees Under the Will of Mary Baker Glover 
Eddy, 1895), p. 51. 
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Books... 


Canadian Taxes 


Canadian Sales and Excise Tax Guide. 
CCH Canadian Limited, 1200 Lawrence 
Avenue West, Park Road P. O., Toronto 
10, Ontario, Canada.* 1951. 240 pages. $2. 


Excise taxes, though often hidden levies, 
are collected upon almost every manufactured 
and imported article, and therefore represent 
one of the largest and most important items 
of expense for the average business. 


The object of this text is to present a 
complete and accurate guide to the answers 
to sales and excise tax problems. Simple, 
factual statements of conclusions based upon 
the Excise Tax Act, The Excise Act, De- 
partmental regulations, circular letters, bul- 
letins, rulings and court decisions, simplify 
the application of the tax for the layman, 
while footnotes cite the authorities for the 
statements. 


An appendix contains the full text of the 
Excise Tax Act and Departmental circular 
letters. 


Several Views of Fiscal Policy 


Fiscal Policies and the American Economy. 
Edited by Kenyon E. Poole. Prentice-Hall, 
Inc., 70 Fifth Avenue, New York 11, New 
York. 1951. 468 pages. $6.35. 

Mr. Poole has collated the writings of 
several authors, each handling a chapter 
because “it would be very difficult for one 
person to be equally expert in all phases 
of the problem.” These contributors are: 


John H. Adler—International Bank of 
Reconstruction and Development, John F. 
Due—University of Illinois, Frank Whitson 
Fetter—Northwestern University, Harry G. 
Guthmann—Northwestern University, E. 
Gordon Keith—University of Pennsylvania, 
Henry C. Murphy—International Monetary 
Fund, Henry M. Oliver—Indiana University, 
Kenyon E. Poole—Northwestern University 
and Roland I. Robinson—Northwestern 
University. 


* This book may be obtained in the United 
States from Commerce Clearing House, Ing, 214 


Books . .. Articles 


.. Articles 





As a result of this device of multiple au- 
thorship, the book offers several professional 
viewpoints on the very large problem of 
fiscal functions of government. 


ARTICLES 


Congress Blocks a Path to Inequality 
. . . Under Section 117, as amended by 
the Revenue Act of 1950, Congress has 
attempted to end the tax advantages which 
may have been gained by use of the col- 
lapsible corporation. Henceforth, gain real- 
ized upon the sale or exchange, in liquidation 
or otherwise, of stock in such corporation 
will, subject to certain limitations, be treated 
as ordinary income rather than be taxed 
at capital gains rates. The authors of a 
recent law review article point out that, 
properly administered, the new Section 117 
(m) “will not give rise to harsh or inequit- 
able results.”"—Glicksberg and Stephens, 
“Metaphorical Tax Legislation: The Col- 
lapsible Corporation,” Washington and Lee 
Law Review, No. 2, 1951. 


Providentially Catering for the Widow 
. . - A law professor writes on the drafting 
of estate tax marital-deduction trusts. The 
maximum estate tax marital deduction is 50 
per cent of the adjusted gross estate, defined 
in Section 811 of the Code as the gross 
estate minus the deductions allowed by Sec- 
tion 812 (b). 


The writer cautions that the basic prin- 
ciples applicable to all legal draftsmanship 
be minded in preparation of such a trust 
and offers specific suggestions on the handling 
of various clauses in the instrument. He 
states that the language used in preparation 
‘of the marital-deduction trust should “be 
such that it will not cause unnecessary 
administrative problems either in the estab- 
lishment of the trust or in its operation.” 
—Casner, “Estate Planning—Marital De- 
duction Provisions of Trusts,” Harvard Law 
Review, February, 1951. 


North Michigan Avenue, Chicago 1, Illinois, at 
$2 in United States dollars. 
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Federal Taxes 
INCOME 


Bank deposits and records.—Facts: The 
taxpayer challenged the deficiencies set forth 
by the Commissioner as to basic tax liability 
for the years 1942, 1943 and 1946 to the 
extent that the Commissioner included cer- 
tain bank deposits in his income for those 
years. The 1942 and 1943 deposits were 
made by the taxpayer in a bank account in 
the name of his store and in a special ac- 
count in his own name, and the 1946 de- 
posits were made by him in the special 
account and in certain bank accounts he 
opened in his name jointly with his wife 
or sons. The Commissioner treated them 
as unreported sales for the first two years 
and as “other income” for the last year. 


Decision: These deposits were disclosed 
by the records of the bank involved but 
were not shown on the books of account of 
the store. The Commissioner, in order to 
ascertain the source of these deposits, ex- 
amined the banks’ records, records of cer- 
tain debtors of the taxpayer and the taxpayer’s 
books and records, and questioned the tax- 
payer and his accountant and other persons 
who might be familiar with the taxpayer’s 
affairs. The identity of the source of these 
deposits remained unascertained. He there- 
fore labeled them as indicated above. Dur- 
ing these three years the taxpayer derived 
income from his store, the revenues of which 
depended on sales, and from interest on 
loans and savings accounts. The record 
showed these to have been the only sources 
of taxpayer’s income, apart from rents he 
received on his home, which were accounted 
for on his returns. He had no other sources 
of income. The only possible source of un- 
reported income from which the so-called 
unidentified deposits might have been de- 
rived was therefore narrowed to unrecorded 
sales from the store. Although there was 
confused testimony by the taxpayer from 
which it could be inferred that there were 
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some unrecorded sales, the testimony of the 
store bookkeeper that there were no un- 
recorded sales was convincing. The Com- 
missioner suggested that the taxpayer made 
sales above ceiling prices, that these sales 
were not entirely recorded and that the de- 
posits may have come from proceeds of 
such sales. The proof, however, failed to 
establish any sales other than those made 
in the normal course of business that were 
fully reflected in the records of the enter- 
prise. The court was satisfied by the evi- 
dence that there were no unrecorded sales 
which could have been a possible source of 
the unidentified deposits. Therefore, these 
deposits were not derived from unreported 
income in the years in question —Wagman, 
CCH Dec. 18,518(M)-(10 TCM 836). 
ESTATE 


Life insurance and annuity combination. 
—Facts: The decedent, at the age of 62, 
purchased a life insurance-annuity combina- 
tion. She named her children as_bene- 
ficiaries of the life insurance and, at the 
same time, assigned absolutely all her 
interest in the insurance portion of the 
combination to the beneficiaries, retaining 
the annuity for herself. A controversy 
arose over the inclusion of the insurance 
in her gross estate. 


Decision: The court held that the pro- 
ceeds of such insurance were not includible 
in the decedent’s gross estate. The case of 
Helvering v. Le Gierse (41-1 ustc ¥ 10,029, 
312 U. S. 531), where the entire insurance 
proceeds of a similar life insurance-annuity 
combination were included in the gross 
estate, was distinguished by the court. The 
distinguishing feature here is the fact that 
the decedent retained no incidents of owner- 
ship in the insurance policy. It was further 
stated by the court that Burr v. Commis- 
sioner (46-2 ustc f 10,503, 156 F. (2d) 871) 
is inapplicable here, because it constituted 
an undue extension of the doctrine of the 
Le Gierse case—Bohnen v. Harrison, 51-2 
ustcg 10,828 (DC IIl.). 
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Cooperative Medical Services 


The transactions between a mutual 
corporation and its members do not 
result in income to the corporation. 


The taxpayer, a corporation without share 
capital, was engaged in the business of 
providing prepaid hospital services for its 
members only. At the end of a fiscal period, 
after hospital claims were paid and after 
setting aside an amount to take care of 
claims that were in the process of settle- 
ment, not over 20 per cent of the remainder 
of the excess of receipts over expenses was 
set aside as a general reserve and the rest 
was refunded to the members as a rebate 
in proportion to the subscription paid during 
the year. The Minister assessed income 
tax against the taxpayer. 


The Board supported the taxpayer. The 
taxpayer is a mutual corporation, and at 
common law the transactions between a 
mutual corporation and its members do not 
result in income to the corporation. The 
company reserves, in so far as they were 
built up out of membership fees and assess- 
ments, were not profits or gains within the 
meaning of the Income War Tax Act and 
did not constitute income of the taxpayer.— 
Wentworth Co-Operative Medical Services v. 
Minister of National Revenue, CCH Cana- 
DIAN TAX Reports J 86-325. 


Arm’s-Length Transactions 


Engaging of solicitor to draw up con- 
tracts agreeable to the corporations 
involved is no proof of arm’s-length 
transactions. 


The Minister imposed an assessment on 
the taxpayer company, claiming that the 
taxpayer was related to another company. 
A principal shareholder of the taxpayer 
owned shares in the other company and 
was related to shareholders in both com- 
panies. The companies occupied adjoining 
premises in the same building. In disputing 
the Minister’s assessment, the taxpayer 
argued that dealings with the other com- 


Canadian Tax Letter 


pany were at arm’s length to such an extent 
that a solicitor’s services were engaged to 
draw up agreements agreeable to both. 


The Income Tax Appeal Board agreed 
with the Minister. The Income Tax Act 
clearly states that blood relations are deemed 
not to be dealing at arm’s length and that 
where persons not dealing at arm’s length 
control shares in two or more companies, 
such companies are related. The engaging 
of the solicitor’s services did not turn their 
business dealings into arm’s-length trans- 
actions.—No. 28 v. Minister of National Rev- 
enue, CCH CANADIAN Tax REports { 86-349. 


Depreciation 


Depreciation, in certain cases, is to be 
based on the cost of property to the 
new owner. 


The taxpayer company, which had con- 
trolling interest in another company, pur- 
chased buildings owned by the controlled 
company. Depreciation on the buildings 
was allowed the taxpayer only to the extent 
that it was based on their cost to the con- 
trolled company. The taxpayer argued that 
this was not a proper basis: The depreciation 
granted to the previous owner was less 
than the amount paid for the buildings by 
the previous owner and, therefore, the first 
proviso of Section 6(1)(n) of the Income 
War Tax Act had no application. 


The taxpayer’s appeal was allowed. It 
was decided that the Minister’s discretion 
was not properly exercised. The proviso to 
Section 6(1)(n) provides that where the 
depreciation allowed a previous owner is 
equal to or greater than the cost to the 
previous owner where the buying and sell- 


“ing companies are related, no depreciation 


is allowed the new owner. Therefore, since 
the price paid by the previous owner was 
higher than the depreciation allowed, the 
proviso was deemed to have no application 
and depreciation was to be based on the 
cost to the new owner.—Simpsons, Lid. v. 
Minister of National Revenue, CCH CANna- 
DIAN TAX REporTs J 86-338. 


955 





State Tax Calendar 


1952 
onen 1 23 45 
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1952- JANUARY 


1 «» «» 


e e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ e 


ALABAMA 


January 1—Alcoholic beverage retailer 
license year begins——Automobile reports 
from dealers due. January 10—Alcoholic 
beverage reports from wholesalers and dis- 
tributors due.—Alcoholic beverage tax re- 
ports and payment from public service 
licensees due—Automobile reports from 
dealers due.—Tobacco stamp and use tax 
reports and payment due. January 15— 
Gasoline reports from carriers, warehousers 
and transporters due.—Lubricating oils re- 
ports from carriers, warehousers and trans- 
porters due—Mileage tax reports and payment 
from motor carriers due.—Oil and gas con- 
servation tax reports and payment due.— 
Oil and gas production tax reports and 
payment due. January 20—Automobile re- 
ports from dealers due.—Carbonic acid gas 
reports due——Coal and iron-ore mining tax 
reports and payment due.—Diesel fuel tax re- 
ports and payment due.—Gasoline tax re- 
ports and payment due.—Lubricating oils 
tax reports and payment due.—Sales tax 
reports and payment due.—Tobacco reports 
from wholesalers and jobbers due.—Use tax 
reports and payment due. January 21— 
Carbonic acid gas tax due.—Property re- 
ports from corporations due (last day). 
January 30—Forest products severance tax 
reports and payment due. 


ARIZONA 


January 1—Motor vehicle registration 
fees due. January 5—Alcoholic beverage 
reports from licensees due. January 10— 
Malt, vinous and spirituous liquor tax re- 
ports and payment from wholesalers. due. 
January 15—Gross income tax reports and 
payment due. January 20—Motor carrier 
tax reports and payment due.—Use fuel 
tax reports and payment due. January 25— 
Motor vehicle fuel tax reports and payment 
from distributors, wholesalers and carriers 
due. January 30—Gross income annual re- 
ports due. 
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ARKANSAS 


January 10—Alcoholic beverage reports 
due.—Cigarette reports due.——Motor fuel 
reports from carriers due.—Natural re- 
sources statements of purchases due. Jan- 
uary 15—Compensating (use) tax reports 
and payment due.—Gross receipts tax re- 
ports and payment due. January 20—Liquor 
and wine tax reports and payment from 
retailers due—Use fuel tax reports and 
payment due. January 25—Motor fuel tax 
reports and payment due—Natural re- 
sources severance tax reports and payment 
due. January 31—Motor vehicle registration 
and fees due. 


CALIFORNIA 


January 1—Carrier permit renewal fees 
due.—Distilled spirits tax reports and pay- 
ment from common carriers due.—Gasoline 
tax reports and payment from distributors 
due.—Motor vehicle registration and fees 
due. January 15—Alcoholic beverage im- . 
port reports from common carriers due.— 
Beer and wine tax reports and payment 
due.—Distilled spirits tax reports and pay 
ment due.—Gasoline tax reports and pay- 
ment from producers, brokers and importers 
due.—Use fuel tax reports and payment 
due. January 20—Gross receipts tax reports 
and payment from motor carriers due. 
January 31—Sales tax reports and payment 
due.—Use tax reports and payment due. 


COLORADO 


January 1—Aircraft ownership tax due. 
—Chain store tax due. January 5—Alco- 
holic beverage reports from manufacturers 
due.—Motor carrier tax due. January 10— 
Motor carrier reports due. January 15— 
Coal mine owner reports due.—Coal tonnage 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. January 20—Oil and gas 
conservation tax reports and payment due. 
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January 25—Diesel fuel tax reports and 
payment due.—Gasoline tax reports and 
payment due. January 31—Coal mine owner 
annual reports due. 


CONNECTICUT 


January 10—Cigarette reports from dis- 
tributors due. January 15—Cigarette vend- 
ing machine reports from operators due.— 
Gasoline use tax reports and payment due. 
January 20—Alcoholic beverage tax reports 
and payment due. January 25—Gasoline 
tax reports and payment due. January 31— 
Sales tax reports and payment due.—Use 
tax reports and payment due. 


DELAWARE 


January 1—Foreign corporation reports 
due.—Franchise tax reports due—Railroad 
tax installment due. January 15—Alcoholic 
beverage reports from manufacturers and 
importers due.—Cigarette and cigar reports 
due.—Gasoline reports from filling stations 
due. January 30—Personal income tax fourth 
installment due. January 31—Gasoline tax 
reports and payment from distributors and 
reports from carriers due. 


DISTRICT OF COLUMBIA 


January 1—Annual license fees from cor- 
porations and unincorporated businesses 
due. January 10—Alcoholic beverage re- 
ports from licensed manufacturers, whole- 
salers and retailers due—Beer reports from 
licensed manufacturers and wholesalers due. 
January 15—Beer tax due. January 20— 
Corporation reports due.—Sales tax reports 
and payment due.—Use tax reports and pay- 
ment due. January 25—Gasoline tax reports 
and payment due, 


FLORIDA 


January 1—Aircraft registration renewable. 
—Auto transportation company tax reports 
and payment due.—Motor vehicle registra- 
tion renewable.—Sleeping and parlor car 
company tax reports and payment due. 
January 10—Alcoholic beverage tax reports 
and payment from manufacturers and deal- 
ers due. January 15—Alcoholic beverage 
reports from transporters and carriers due. 
—Cigarette reports from carriers due.— 
Gasoline reports from nondistributors and 
carriers due.—Motor vehicle fuel use tax 
reports and payment due. January 20— 
Admissions tax reports and payment due. 
—Rental tax reports and payment due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. January 25— 
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Gasoline sales tax and storage tax reports 
and payment due.—Motor fuel inspection fee 
reports and payment due—Oil and gas 
production tax reports and payment due. 


GEORGIA 


January 1—License tax reports and pay- 
ment from foreign corporations and reports 
from domestic corporations due. January 
10—Cigar and cigarette reports from whole- 
sale dealers due.—Distilled spirits reports 
from wholesale dealers due——Motor carrier 
reports due. January 15—Malt beverage 
reports due. January 20—Gasoline tax re- 
ports and payment due. January 31—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. 


IDAHO 


January 1—Chain store license renewal 
due.—Motor vehicle registrations fees due. 
January 15—Beer reports from dealers, 
brewers and wholesalers due.—Cigarette 
reports of wholesaler drop shipments due. 
—Electric power company tax reports and 
payment due.—Gross receipts tax quarterly 
installment from motor carriers due. Jan- 
uary 25—Gasoline tax reports and payment 
from dealers due. 


ILLINOIS 


January 1—Motor vehicle registration 
fees due. January 10—Mileage tax reports 
and payment from motor carriers due. Jan- 
uary 15—Alcoholic beverage reports due — 
Cigarette reports due—Public utility tax 
reports and payment due.—Sales tax reports 
and payment due. January 20—Gasoline 
tax reports and payment due. January 30— 
Gasoline reports from transporters due. 


INDIANA 


January 1—Alcoholic vinous beverage tax 
due. January 10—Cigarette reports from 
distributors on interstate business due.— 
Intangibles (unstamped) tax reports and 
payment due. January 15—Alcoholic vinous 
beverage tax due.—Cigarette reports of dis- 
tributor drop shipments due.——Use fuel tax 


“reports and payment due. January 20— 


Intangibles reports from banks and trust 
companies due.—Intangibles tax from finan- 
cial institutions due.—Intangibles tax re- 
ports and payment from building and loan 
and production credit associations due.— 
Share tax reports and payment from banks, 
building and loan associations and trust 
companies due. January 25—Gasoline tax 
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reports and payment from distributors and 
carriers due.—Use fuel tax reports and 
payment from fuel dealers due. January 30 
—Petroleum production reports due. Jan- 
uary 31—Gross income tax reports and pay- 
ment due.—Information at source reports 
due.—Withholding agent reports of tax 
withheld due. 


IOWA 


January 1—Motor carrier additional tax 
due.—Motor vehicle registration fees due. 
January 10—Beer tax reports and payment 
from Class “A” permittees due.—Gasoline 
tax reports and payment from carriers due. 
January 20—Gasoline tax reports and pay- 
ment due.—Sales tax reports and payment 
due.—Use tax reports and payment due. 
January 25—Corporation capital stock re- 
ports due. 


KANSAS 


January 5—Cigarette reports from whole- 
salers due. January 10—Malt beverage re- 
ports due. January 15—Alcoholic liquor 
reports from manufacturers and distributors 
due.—Compensating use tax reports and 
payment due.—Gasoline and fuel use reports 
from carriers due—Gross ton mileage tax 
reports and payment from motor carriers 
due. January 20—Alcoholic liquor tax re- 
ports and payment from retailers due.— 
Sales tax reports and payment due.——Use 
fuel tax reports and payment due. January 
25—Gasoline tax reports and payment due. 


KENTUCKY 


January 1—Bank share tax due (last 
day).—Motor carrier excise tax due.—Pas- 
senger carrier annual tax due.—Property 
tax due (last day).—Stored distilled spirits, 
one payment, delinquent. January 2—Stored 
distilled spirits tax due. January 10—Dis- 
tilled liquor tax from blenders and rectifiers 
due. January 15—Alcoholic beverage reports 
due.—Fuel use tax reports and payment 
from transporters due. January 20—Ciga- 
rette reports from wholesalers due.—Oil 
production tax reports and payment due. 
January 31—Amusement and entertainment 
tax reports and payment due.—Gasoline re- 
ports from refiners and importers due.— 
Gasoline tax reports and payment from 
dealers and transporters due.—Gross re- 
ceipts tax reports and payment from public 
utilities due—Motor vehicle fuel use tax 
reports and payment due.—Premiums tax 
reports and payment from foreign life 
insurance companies due. 


LOUISIANA 


January 1—Liquor and beer licenses re- 
newable.—Soft drinks reports due. January 
10—Beer reports from importers due.— 
Gasoline reports from importers due.—Lub- 
ricating oils reports from importers due. 
January 15—Gasoline reports from carriers 
due.—Intoxicating liquor reports due— 
Kerosene reports from carriers due.—Lub- 
ricating oils reports from carriers due.— 
Soft drinks reports due—Tobacco reports 
due.. January 20—Beer tax reports and pay- 
ment from wholesale dealers due—Fuel 
use tax reports and payment due.—Gasoline 
tax reports and payment due.—Kerosene 
tax reports and payment due.—Lubricating 
oils tax reports and payment due.—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. January 30—Car- 
rier quarterly tax reports and payment due. 
—Gas gathering tax reports and payment 
due.—Natural resources severance tax and 
producer of dry gas in combination with 
liquid hydrocarbons tax reports and pay- 
ment due.—Public utility and pipeline re- 
ports due. 


MAINE 


January 10—Malt beverage reports from 
manufacturers and wholesalers due. Jan- 
uary 15—Sales tax reports and payment 
due.—Use tax reports and payment due.— 
January 25—Use fuel tax reports and pay- 
ment due. January 31—Gasoline tax reports 
and payment due.—Road tax reports and 
payment from motor ‘carriers due. 


MARYLAND 


January 10—Admissions tax due.—Beer 
tax reports and payment due. January 15— 
Sales tax reports and payment due.—Use 
tax reports and payment due. January 31— 
Gasoline and diesel fuel tax reports and 
payment due. 


MASSACHUSETTS 


January 10—Alcoholic beverage excise tax 
reports and payment due.—Meals excise 
tax reports and payment due. January 20— 
Cigarette tax reports and payment due. Jan- 
uary 31—Motor fuel tax reports and pay: 
ment due. 


MICHIGAN 


January 1—Gas and oil severance tax re- 
ports and payment due. January 5—Brew- 
ery production reports due.—Gasoline state- 
ments from carriers due——Sacramental wine 
seller reports due. January 10—Common 
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and contract carrier reports and payment 
due.—Property tax due (last day to pay 
without 4 per cent collection charge).— 
Winery reports due. January 15—Sales tax 
reports and payment due.—Use tax reports 
and payment due. January 20—Cigarette 
tax reports and paYment due.—Diesel fuel 
user tax reports and payment due.—Fuel 
sold for use on vessels, tax due.—Gasoline 


tax reports and payment from distributors 
due. 


MINNESOTA 


January 10—Alcoholic beverage reports 
from wholesalers, brewers and manufac- 
turers due.—Gasoline reports from carriers 
due. January 20—Cigarette sales tax reports 
and payment due.—Cigarette use and stor- 
age tax reports and payment due. January 
23—Gasoline tax reports and payment from 
distributors due.—Special use fuel tax re- 
ports and payment due.—Tractor fuel seller 
reports due. 


MISSISSIPPI 


January 5—Factory reports due. January. 


10—Admissions tax reports and payment 
due. January 15—Gasoline tax reports and 
payment from carriers due—Light wine 
and beer reports from retailers, wholesalers 


and distributors due—Sales tax reports and 
payment due——Timber severance tax reports 
and payment due.—Tobacco reports from 
manufacturers, distributors and wholesalers 
due—Use tax reports and payment due. 
January 20—Gasoline tax reports and pay- 
ment from distributors, refiners, processors 


and solvent users due. January 25—Gas 
severance tax reports and payment due.— 
Oil and Gas Board maintenance tax due.— 
Oil severance tax reports and payment due. 
January 30—Sales tax annual reports and 
payment due. January 31—Chain store tax 
due (last day).—Outdoor advertising space 
reports from owners or lessees due. 


MISSOURI 


January 5—Nonintoxicating beer permit- 
tee reports due. January 10—Oil inspection 
tax reports and payment due.—Petroleum 
products receiver reports due. January 15— 
Alcoholic beverage sales reports due.—Car- 
rier registration fees due (last day).—Retail 
sales tax reporis and payment due. January 
25—Use fuel tax reports and payment due. 
January 31—Gasoline tax reports and pay- 
ment from distributors due—Soft drinks 
inspection fee reports and payment due. 
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wholesalers due. 


MONTANA 


January 1—Chain store tax due—Moving 
picture theater licenses issued and payment 
due. January 10—Cigarette tax stamp pay- 
ment due. January 15—Beer tax reports and 
payment from brewers, wholesalers and 
transporters due.—Crude petroleum producer 
reports due——Electric company tax reports 
and payment due.—Gasoline reports from 
carriers due.—Gasoline tax reports and pay- 
ment due.—Motor carrier additional fees 
due. January 30—Coal mine operator tax re- 
ports and payment due.—License tax reports 
and payment from oil producers due.—Mica- 
ceous minerals license tax reports and pay- 
ment due.—Telegraph and natural gas company 
tax reports and payment due. 


NEBRASKA 


January 1—Carrier permit fees due.—Fire 
marshal tax due. January 10—Cigarette re- 
ports from distributors due. January 15— 
Alcoholic beverage reports from manufac- 
turers and wholesale distributors due.— 
Aviation fuel tax reports and payment from 
dealers due.—Gasoline reports from carriers 
due.—Gasoline tax reports and payment 
due. 


NEVADA 


January 1—Motor carrier license fees due. 
—Motor vehicle registration and fees due. 
January 10—Liquor reports from out-of- 
state vendors due. January 15—Alcoholic 
beverage reports from manufacturers and 
importers due.—Cigarette reports from whole- 
salers due.—Gasoline reports from carriers 
due.—License fees from cigarette whole- 
salers delinquent.—Transient livestock tax 
due (last day). January 17—Toll road and 
bridge quarterly tax reports and payment 
due. January 25—Fuel user tax reports and 
payment due.—Gasoline tax reports and pay- 
ment from dealers due. January 31—Net 
proceeds of mines reports due. 


NEW HAMPSHIRE 


January 10—Alcoholic beverage reports 
from manufacturers, wholesalers and im- 
porters due.—Alcoholic beverage tax from 
January 15—Use fuel tax 
reports and payment due. January 31— 
Gasoline reports from carriers due—Motor 
fuel tax reports and payment due. 


NEW JERSEY 


January 10—Bank share reports due— 
Excise tax reports and payment on inter- 
state busses due.—Gross receipts tax reports 


959 





















































































































and payment on municipal jitneys due. Jan- 
uary 15—Alcoholic beverage reports from 
manufacturers, distributors, transporters, 
storers, importers and sellers due. January 
20—Alcoholic beverage reports from retail 
consumption and retail distribution licensees 
due.—Cigarette tax reports and payment 
due. January 25—Gross receipts tax reports 
and payment on municipal busses due. Jan- 
uary 30—Gasoline reports from carriers due. 
Second Last Business Day—Gasoline tax 
reports and payment from distributors due. 


NEW MEXICO 


January 1—Merchant license tax single 
annual, first semiannual or first quarterly 
installment due. January 15—Corporate in- 
come tax fourth installment due.—Occupa- 
tional gross income tax reports and payment 
due.—Personal income tax fourth installment 
due.—Severance tax reports and payment 
due.—Share reports due. January 20—Cig- 
arette reports from retailers supplying pas- 
senger carriers due.—Electric, gas, water 
and steam company inspection fees due.— 
Motor carrier tax reports and payment due. 
January 25—Gasoline tax reports and pay- 
ment due.—Use or compensating tax reports 
and payment due. January 30—Oil and gas 
well production reports due. 


NEW YORK 


January 15—Personal income tax fourth 
installment due. January 20—Alcoholic bev- 
erage tax reports and payment due.—High- 
way use tax reports and payment due. Jan- 
uary 25—Conduit company tax reports and 
payment due. January 31—Gasoline tax re- 
ports and payment due.—Motor vehicle 
registration fees due (last day). 


NORTH CAROLINA 


January 1—Motor vehicle registration and 
fees due. January 10—Alcoholic beverage 
reports from railroads due.—Gasoline tax 
reports and payment from carriers due.— 
Petroleum lease reports from holders due. 
—Unfortified wine tax reports and payment 
from distributors and bottlers due. January 
15—Sales tax reports and payment due.— 
Spirituous liquor tax due.—Use tax reports 
and payment due. January 20—Gasoline tax 
reports and payment from distributors due. 
—Use fuel tax reports and payment due. 
January 30—Electric light, power, street 
railway, gas, water, sewerage and telephone 
company tax reports and payment due.— 
Property reports due. January 31—Bank 


share tax due (last day without penalty).— 
Lightning rod tax reports and payment from 
dealers and manufacturers due. 


NORTH DAKOTA 


January 1—Motor vehicle registration and 
fees due——Vehicle sales tax due. January 
10—Cigarette reports from distributors due. 
January 15—Alcoholic beverage additional 
tax due.—Beer tax reports and payment due. 
—Gasoline tax reports and payment due.— 
Liquor reports from wholesale dealers due. 
January 20—Sales tax reports and payment 
due.—Use tax reports and payment due. 
January 25—Use fuel tax reports and pay- 
ment due. 


‘OHIO 


January 10—Alcoholic beverage reports 
from Classes “A” and “B” permittees due. 
—Cigarette reports from wholesalers due. 
January 15—Cigarette use tax reports and 
payment due.—Gasoline reports from persons 
other than dealers due—Use tax reports 
and payment due. January 20—Gasoline re- 
ports from dealers due. January 30—Gaso- 
line reports from carriers due. January 31— 
Gasoline tax due—Reports to Industrial 
Board due.—Sales tax supplemental reports 
and payment due. 






OKLAHOMA 


January 1—Property tax first installment 
due.—Unmanufactured farm products re- 
ports from persons, other than owners, hold- 
ing them due. January 5—Operator reports 
of mines other than coal due. January 10— 
Alcoholic beverage tax reports and payment 
due.—Cigarette reports from wholesalers, 
retailers and vending machine owners due. 
—Gross receipts tax reports and payment 
from airports due. January 15—Gasoline 
reports from dealers, retailers and carriers 
due.—Mileage tax reports and payment from 
carriers due.—Sales tax reports and payment 
due—Tobacco reports from wholesalers, 
jobbers and warehousemen due. January 
20—Coal mine operator reports due.—Gaso- 
line tax reports and payment from distrib- 
utors and purchasers of imported gasoline 
due.—Motor fuel use tax reports and pay- 
ment due.—Property tax reports and pay- 
ment from rural electric cooperatives due.— 
Use fuel reports from carriers due.—Use 
fuel tax reports and payment due.—Use tax 
reports and payment due. January 30— 
Cotton manufacturer tax reports and pay- 
ment due. January 31—Motor vehicle regis- 
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tration due (last day).—Oil, gas and mineral 
gross production tax reports and payment 
due. 


OREGON 


January 1—Motor vehicle registration fee, 
or quarterly installment thereof, due. Jan- 
uary 15—Excise (income) tax fourth install- 
ment due.—Forest yield semiannual tax 
reports and payment due.—Personal income 
tax fourth installment due. January 20— 
Alcoholic beverage tax reports and payment 
due.—Motor carrier reports due if tax is 
paid as per Table A or B.—Motor vehicle 
broker and forwarder tax due.—Use fuel 
tax reports and payment due. January 25— 
Gasoline tax reports and payment due. Jan- 
uary 30—Forest products severance tax re- 
ports and payment due.—Oil production tax 
reports and payment due. January 31— 
Motor carrier tax due if paid as per Table 
A or B.—Withholding tax reports and pay- 
ment due. 


PENNSYLVANIA 


January 1—Cigarette tax license renewal 
due. January 10—Malt beverage reports due: 
—Spirituous and vinous liquor reports from 
importers due. January 15—Alcoholic bev- 
erage tax reports and payment from manu- 
facturers due. January 31—Gasoline tax 
reports and payment due.—Unclaimed money 
and dividends reports due.—Use fuel reports 
from carriers due.—Use fuel tax reports and 
payment due. 


RHODE ISLAND 


January 10—Alcoholic beverage reports 
from manufacturers due.—Cigarette reports 
from distributors and dealers due. January 
20—Sales tax reports and payment due.— 
Use tax reports and payment due. January 
25—Gasoline tax reports and payment due. 


SOUTH CAROLINA 


January 1—Alcoholic beverage wholesaler 
reports of alcoholic beverages received: due. 
—Motor carrier tax installment due. Jan- 
uary 10—Admissions tax reports and pay- 
ment due.—Alcoholic beverage. retailer and 
wholesaler reports of alcoholic beverage sales 
and additional tax due—Power tax reports 
and payment due (last day).—Soft drinks 
reports due. January 20—Gasoline tax re- 
ports and payment due.—Sales tax reports and 
payment due.—Use tax reports and payment 
due. January 25—Fuel oil tax reports and 
payment from dealers and users due. Jan- 
uary 31—Foreign corporation reports due. 
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SOUTH DAKOTA 


January 1—Chain store tax due.—Express 
company tax due.—Fire insurance company 
premiums tax due. January 10—Motor car- 
riers in interstate commerce tax reports and 
payment due. January 15—Alcoholic bev- 
erage sales reports due——Gasoline reports 
from carriers and retail airplane fuel vendors 
due.—Gasoline tax from dealers due.—Oc- 
cupational retail sales tax quarterly reports 
and payment due——Tractor fuel user tax 
reports and payment due.—Use fuel reports 
from carriers due.—Use fuel tax reports 
and payment due.—Use tax quarterly reports 
and payment due. January 20—Corporation 
annual reports due.—Passenger mileage tax 
due. January 30—Mineral products severance 
tax reports and payment due. January 31— 
Gasoline reports from dealers due. 


TENNESSEE 


January 10—Alcoholic beverage reports 
due (last day).—Barrel tax on beer due.— 
Gasoline reports from carriers due.—Petro- 
leum products special privilege tax reports 
and payment due. January 15—Collection 
and adjustment license tax reports and 
payment due—Fuel user reports due.— 
Use fuel reports from carriers due. Jan- 
uary 20—Cottonseed oil mill reports due. 
—Gasoline tax reports and payment from dis- 
tributors due——Oil production tax reports 
and payment due.—Sales tax reports and 
payment due.—Use tax reports and pay- 
ment due. January 25—Motor vehicle fuel 
manufacturer and refiner reports of motor 
fuel imported, manufactured or sold in Ten- 
nessee due. January 31—Self-insurer tax 
due (last day). 


TEXAS 


January 1—Contract carrier occupation 
tax reports and payment due.—Gross re- 
ceipts tax reports and payment on radios, 
television sets, cosmetics and playing cards 
due.—Public utility tax reports and pay- 
ment due.—Sulphur production tax reports 
and payment due.—Textbook tax reports 
and payment due. January 5—Cigarette 
reports from solicitors due. January 10— 
Cigarette reports from distributors due. 


. January 15—Beer tax reports and payment 


due. January 20—Liquefied gases and liquid 
fuel tax reports and payment from users 
due.—Motor fuel reports from carriers due. 
—Motor fuel tax reports and payment due. 
January 25—Admissions tax reports and 
payment due.—Carbon black production tax 
reports and payment due.—Cement distribu- 
tor tax reports and payment due—Gas 
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gathering tax due.—Prizes and awards of 
theater tax reports and payment due. Jan- 
uary 30—Natural gas production tax reports 
and payment due.—Oil production tax re- 
ports and payment due. January 31—Bank 
share tax due. 


UTAH 


January 10—Liquor reports from licensees 
due.—Use fuel reports from carriers due. 
January 25—Gasoline reports from carriers 
due.—Gasoline tax reports and payment 
from distributors and retailers due.—Sales 
tax reports and payment due—Use fuel 
tax reports and payment due.—Use tax 
reports and payment due. 


VERMONT 


January 10—Alcoholic beverage tax re- 
ports and payment due. January 15—Elec- 
tric light and power company tax reports 
and payment due.—Personal income tax 
balance on income 20 per cent in excess 
of estimate filed in preceding year due. 
January 31—Gasoline tax reports and pay- 
ment due. 


VIRGINIA 


January 10—Beer reports from dealers, 
bottlers and manufacturers due.—License 
tax reports and payment from merchants 
due. January 15—Motor carrier tax due. 
January 20—Gasoline reports from carriers 
due.—Use fuel reports from dealers and 
resellers due. January 30—Forest products 
severance tax quarterly reports and pay- 
ment due.—Workmen’s compensation tax 
reports and payment due. January 31— 
Gasoline tax reports and payment due.— 
Motor carrier quarterly road tax reports 
and payment due.—Use fuel tax reports 
and payment due. 


WASHINGTON 


January 10—Malt product reports from 
brewers and manufacturers due. January 
15—Auto transportation company reports 
and payment due.—Cigarette drop ship- 
ment reports from wholesalers due.—Cig- 
arette duplicate invoices on shipments out 
of state due from wholesalers and retailers. 


“Civilizations live and die by principles. If the principles of the Declaration of 





—Gross income tax reports and payment 
due.—Gross operating tax reports and pay- 
ment from utilities due.—Sales tax reports 
and payment due—Use tax reports and pay- 
ment due. January 20—Use fuel tax reports 
and payment due. January 25—Gasoline 
reports from carriers due.—Gasoline tax 
reports and payment due. 


WEST VIRGINIA 


January 1—Alcoholic beverage (except 
beer) license fees due—Chain store tax 
due.—Property reports from corporations 
due between January 1 and May 1. Jan- 
uary 10—Alcoholic beverage tax reports 
and payment due.—Soft drinks tax reports 
and payment due. January 15—Cigarette 
use tax reports and payment due.—Sales 
tax reports and payment due—Use tax 
reports and payment due. January 20—Pub- 
lic utility additional fees due. January 30— 
Gasoline tax reports and payment due. 
—Occupational gross income annual reports 
due.—Occupational gross income tax quar- 
terly reports and payment due.—Sales tax 
annual reports and payment due. 


WISCONSIN 


January 1—Motor carrier flat tax due. 
January 10—Alcoholic beverage reports due. 
—Cigarette reports from wholesalers and 
manufacturers due-—Oleomargarine reports 
due. January 20—Gasoline tax reports and 
payment due. January 30—Gasoline reports 
from transporters due. January 31—Forest 
crop land acreage share tax due.—Real 
property tax semiannual installment due. 


WYOMING 


January 1—Motor vehicle registration and 
fees due. January 10—Gasoline reports from 
carriers due. January 15—Gasoline reports 
from dealers due.—Gasoline tax reports and 
payment from wholesalers due——Motor car- 
rier tax reports and payment due.—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. January 20—Cig- 
arette reports due. January 31—Coal miner 
reports due. 





Independence were a mere tinsel of glittering generalities, our American civili- 
zation would not have survived to this date.'’"—John C. Ford, S. J., ‘‘The Nat- 
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Tue REMAINDER of this issue is devoted to 
papers delivered at the Fourth Annual Federal 
Tax Conference of the University of Chicago, 
conducted in Chicago for three full days late 
in October and early this November. These 
papers were prepared as a basis for lecture 
and discussion. The material is timely and 
interesting. Due to the limitations of space 
in this issue, it unfortunately became necessary 
to omit some of the papers. 


The program was conducted in the Downtown 
Center of the University by the School of Busi- 
ness and the School of Law to make available 
a lecture series on a reasonably high technical 
level for attorneys, accountants and business 
executives who are devoting a substantial 
amount of their time to tax work. The details 
of the lectures were planned by a committee 
of attorneys, accountants and members of the 
faculty experienced in the tax field, who en- 
deavored to select the most timely subjects 
and have them delivered by men noted for 
their ability on these technical subjects. 
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Powers of Appointment 


By JAMES P. JOHNSON, Attorney 
Member, Bell, Boyd, Marshall & Lloyd 
Chicago, Illinois 


[t IS ALMOST CUSTOMARY for any 
- discussion of powers of appointment to 
begin with Professor Barton Leach’s en- 
comium that “the power of appointment 
is the most efficient dispositive device that 
the ingenuity of Anglo-American lawyers 
has ever worked out.”* As an abstract 
matter, one implication of this statement 
is open to question, the implication being 
that trusts coupled with powers of appoint- 
ment are always to be preferred over out- 
right dispositions. A good case can be made 
out for the proposition that, ideally, persons 
who derive benefit from property should 
be responsible for the care of, and ac- 
countable to their creditors for, at least a 
part of. it. 


However, two things stand in the way 
of this ideal state of affairs. In the first 
place, the burden of taxation has become 
so heavy that legitimate methods of avoiding 
it are almost a necessity. In the second 
place, clients are prone to feel that their 
wives and children are and always will be 
incompetent to take care of themselves, and 
I must confess that in a few cases, al- 
though I honestly believe in only a very 
few, their skepticism might be described as 
an understatement. 


If, for one reason or another, it is 
decided that advantage should be taken of 
the possibility of leaving at least a part of a 
testator’s property in trust, nevertheless, if 
his estate is substantial enough to permit 
a diversity of purpose without endangering 
the security of his dependents and unless an 
obvious incompetent is involved, it seems to 
me that at least a portion of his estate should 


1 Leach, ‘‘Powers of Appointment,’’ 24 Ameri- 
can Bar Association Journal 807 (1938). 
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at some point in their lives devolve out- 
right upon his descendants, if not upon his 
spouse. If this is not done and if all of his 
property is held in trust for one or two 
generations, it will finally be distributed out- 
right to the succeeding generation. The 
consequences of this are two. First, the 
testator is placed in the position of displaying 
complete distrust of his own adult children and 
of reposing complete confidence in his infant 
grandchildren. The rule against perpetuities 
will ultimately prevent a parent in the second 
or third generation, with only a power of 
appointment, from postponing outright dis- 
tribution of the entire inheritance of an 
offspring whose incompetence may be beyond 
the wildest dreams of the original testator. 
Second, all of the testator’s property will in 
the end, after all, be taxed all in one genera- 
tion. If this ultimate generation is small in 
number, the result of such an arrangement 
may be more over-all taxes than if some 
taxable property had fallen into the hands 
of the intermediate generation, so that they 
could, in turn, settle it beyond the lives 
of their children. There is, therefore, merit, 
in the case of a sizeable fortune, in split- 
ting principal not only between spouses but 
between generations as well. Even in the 
case of a testator’s widow, giving her some 
small portion of his property to do with as 
she wants may serve a worthwhile purpose. 


The foregoing is not intended as a brief 
against testamentary trusts. Rather it is an 
attempt to convince both those who believe 
in nothing but outright dispositions and those 
who believe in nothing but trusts for the 
maximum period of the rule against per- 
petuities that a compromise may be sensible. 





Robert W. Wales, member of the Chi- 
cago bar, gave the author a number of 
helpful suggestions for this article, and 
James T. Rhind, Chicago attorney, in- 
vestigated various common-law problems. 


4 
USES OF POWERS OF APPOINTMENT 


Assuming that in a family settlement at 
least a portion of a testator’s property is 
not to be left outright but is to be placed 
in some sort of trust, then too much cannot 
be said in favor of Professor Leach’s proposi- 
tion. In almost every case, the creation of 
at least one power of appointment, and prob- 
ably more than one, is greatly to be pre- 
ferred over a more rigid disposition. 


Since the adoption of the Revenue Act 
of 1948 one type of power of appointment 
has become very common, that being a 
power in a spouse designed to qualify for 
the marital deduction. This type of power is 
consciously made a taxable power. In creat- 
ing most, although not all, other powers 
it will be the draftsman’s object to create 
exempt powers. 


In a typical marital-deduction will in which 
the testator’s spouse is given the income of two 
funds and a taxable power of appointment over 
one of them with the remainder in the other 
to their children, it would be much more 
flexible, particularly if the children are 
young, to give her a nontaxable power over 
the latter fund as well, in order to take into 
account changes in the circumstances of 
their children that might arise after the 
testator’s death. Similarly, if after the death 
of the testator’s wife or after his death if 
she is not the beneficiary of all of his estate, 
property is to be held in trust for the life 
of a child or until he reaches a certain age, 
with a remainder upon his death to his 
children, it would be preferable to give him 
a power to appoint at least income to his 
spouse, if he so desires, or to vary the shares 
of his children or to specify the manner in 
which they are to be paid. These powers 
will make it possible for the testator’s spouse 
to make special provisions for any child that 
might become disabled, postponing distri- 
bution of the share of a child showing signs 
of instability, varying the shares of children 
whose needs might differ and creating trusts 
as circumstances might dictate for the spouse 
and children of a child who predeceased her. 
Similarly, a child can provide for his spouse 
and his own children. 


? Leach, article cited, footnote 1. 
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None of these objectives may occur to 
your client without suggestion or even per- 
suasion, but a lawyer should be more than 
a mere scrivener. In particular, his daughter- 
in-law, whom Professor Leach describes as 
“the forgotten woman of American law,”? 
may mean nothing to him but may mean 
everything to his son, and an attempt should 
be made to persuade him that he can best 
benefit his son by permitting him to benefit 
his wife. Such a power could, if desired, 
extend only to income, or only to.a fraction 
of the trust property, or both. This sounds 
simple and obvious, but in many cases it is 
very far indeed from that. 


There are other, more specialized, uses 
of powers of appointment. A testator may 
have every confidence in his wife or children 
and be willing to allow them to have his 
property if they want it, and he may not 
care too much about saving taxes upon their 
deaths. He may nevertheless like to leave 
his property in trust to save them the trouble 
of managing it and give them the power to 
draw it out at any time or dispose of it in 
any way. Such a power can, if desired, be 
made contingent upon attaining a certain 
age, and if the holder of such a contingent 
power died under the requisite age, he would, 
of course, not have a taxable power. Such 
an arrangement may be particularly useful 
in the case of an adult child who appears 
not to be going to have any children but 
who conceivably might. I see no reason why 
property should not be held in trust for him, 
provided that if at any time after he reached 
the age of 45 he had no living descendants, 
he would have an unrestricted power of 
withdrawal, so that taxes can be saved fora 
succeeding generation if there is one and 
consumption of principal can be permitted 
if there is not. It is also possible to provide 
alternative powers, for instance, a testator 
may be perfectly willing to permit his son 
to leave property to the son’s wife if he has 
no children, but not otherwise. The son 
could in such a situation be given a general 
testamentary power, if he died without de- 
scendants, and a special power including 
only his descendants if he had any. 


A special type of situation sometimes arises 
in which powers of appointment can be used 
for their tax effect in an unusual way. In 
the case of a person who is competent 
enough to execute a trust agreement but 
for some reason or other is, or in the future 
may not be, capable of managing his own 
affairs, it is possible to create a trust for his 
own benefit with the right to revoke with 
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the consent of a disinterested trustee and 
with a testamentary power of appointment. 
The combination of the reserved income and 
the testamentary power, which may be limited, 
prevents the imposition of any gift tax upon 
the creation of the trust, and at the same 
time the requirement that the trustee con- 
sent to a revocation constitutes some pro- 
tection from himself, if not from his creditors. 
If the trustee has any interest in the trust, 
however, it should be carefully considered 
whether he is being presented with tax 
problems. 


Another situation in which powers of ap- 
pointment might he more widely used than 
they are is in insurance settlements. The 
greatest obstacle to this kind of an arrange- 
ment is the rigidity of the methods of oper- 
ation of most insurance companies. One 
way to avoid this rigidity is by the creation 
of an insurance trust. Incidentally, in any 
search for dangerous taxable powers of ap- 
pointment, it should not be forgotten that 
they often lurk in insurance policies in un- 
suspected ways. 


DRAFTING SUGGESTIONS 


Creation of Powers 


In drafting a power of appointment the 
following things should be kept in mind (the 
form reproduced in a footnote contains what 
may be considered to be a minimum of words 
necessary to create a workable power of ap- 
pointment, and the following suggestions 
appear in the order in which the words in- 
tended to meet them occur in that form) :° 


(1) It should be made clear that the power 
can be exercised by an appointment in trust 
or, at least, by a direction to the original 
trustees to continue to hold the appointive 
property in trust. There have been decisions 
to the effect that a power to appoint among 


’Sample form of power of appointment: 
Upon the death of any child of mine before 
he shall have become entitled to receive the 
entire principal of his funds, the trustees shall 
pay, deliver and convey his fund to, or in trust 
for the benefit of, such person or persons, other 
than his estate, his creditors, or the creditors 
of his estate, among my descendants and their 
spouses, including adopted descendants and in- 
cluding such child’s own spouse, upon such 
estates and conditions, in such manner and at 
such time or times as he shall appoint and 
direct by will; and in default of such appoint- 
ment, in equal shares, per stirpes, to his then 
living descendants, or if there shall be no 
descendant of his then living, to my then living 
descendants; provided, that if the trustees shall 
then be holding another fund hereunder for the 
benefit of any descendant aforesaid, his share 
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a specified group of persons, without more, 
does not permit an appointment in trust. 


(2) It should be made clear that the power 
is, in common-law terminology, exclusive—by 
which it is meant that the holder of the power 
can exclude one or more of the permissible 
appointees. There is a considerable body of 
common-law authority to the effect that a 
power to appoint “among” a group requires 
that each of them receive something; there | 
is a divergence of authority as to whether 
each must be given more than a nominal 
amount.® 


(3) The definition of the class of permis- 
sible appointees should be clear. The am- 
biguous word “heirs” should not be used. 
Words that imply survivorship, such as the 
granting of a power to appoint “among the 
then living descendants” of some person, 
should be avoided, since the implication may 
be that fo remainder in as yet unborn per- 
sons could be created. In creating special 
powers it is not uncommon to exclude the 
holder’s creditors and estate out of an abun- 
dance of caution, but this is probably not 
necessary.° 


(4) It should be made clear that the con- 
ditions, manner and time of payment can 
be specified." 


(5) The manner of exercise should be 
clearly specified. The usual power is exer- 
cisable by will. Some draftsmen go to great 
lengths to protect a trustee by providing 
that a testamentary power is exercisable only 
by a will admitted to probate in a proper 
court and not contested, and so forth, but 
if such language is used, it should be made 
clear that it only protects the trustee and 
does not affect the rights of the beneficiaries 
as between themselves. Another requirement 
often made, partially but not entirely for the 
protection of the trustee, is that any exercise 
refer specifically to the power. This would 






shall be added to and commingled with such 
other fund and held, managed and disposed of 
as if it had been an original part thereof. 

For a further discussion of drafting problems, 
see Schuyler, ‘‘Some Problems with Powers,” 
45 Illinois Law Review 57, 72-73 (1950). 

* See annotation, 121 A. L. R. 139. 

5See Simes, The Law of Future Interests, 
Sec. 275 (1936). 

6 Northern Trust Company v. Porter, 368 Ill. 
256 (1938); First National Bank v. Cleveland 
Trust Company, 308 Ill. App. 639 (1st Dist., 
1941); Restatement of Property, Sec. 349; for 
citations to English decisions, see 49 Corpus 
Juris 1263, footnote 2. 

™See annotations, 121 A. L. R. 139, 169 
A. L. R. 727 (the latter concerning the question 
of whether a new power may be created in the 
exercise of a power). 
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prevent the inadvertent exercise of a power 
by a residuary clause or by a blanket exer- 
cise of all powers possessed by the holder 
and may place some small, practical obstacle 
in the way of the exercise of a power which 
the creator does not really want exercised. 
On the other hand, it may on rare occasions 
work real injustice. 


The structure of the instrument creating 
the power will normally determine whether 
it is intended that the power can be exer- 
cised by a holder who dies before the power 
becomes effective. In the normal type of 
will used in Chicago, funds are created for 
the children of a testator only if they sur- 
vive him, or survive him and his wife, as 
the case may be. In such a case a power 
given to a child must of necessity be exer- 
cised by a child living after the fund comes 
into being. However, it is possible to divide 
an estate into funds for the children of a 
testator living upon his death but to post- 
pone distribution until after the death of his 
wife. In such a case a power may be exer- 
cised, and it should be made clear that it 
can be exercised, by a child who survives 
the testator but predeceases his wife. It 
would even be possible to provide for the 
exercise of a power by a child who prede- 
ceased the testator, although such a course 
would be very unusual and I do not believe 
generally desirable. 


(6) Finally, the provisions for distribu- 
tion in default of appointment should be 
carefully spelled out, so that the holder of 
the power may be willing to leave it unexer- 
cised, which may be very desirable for local 
inheritance tax and other reasons. Princi- 
ples of good draftsmanship in connection 
with class gifts in general should be fol- 
lowed. Among other things, the word “heirs” 
or “children” should not be used when “de- 
scendants” is meant, and the time of determi- 
nation of the class should be clear; “then 
living” or “then surviving” should be used 
rather than just “living” or “surviving,” 
since the latter may imply only surviving 
the testator; and if the same type of power 
is given in two different parts of a will, the 
language used should be the same in both. 

In general, although I have specified a 
number of things a power of appointment 
should contain, I do not believe that it should 
contain more words than necessary or that 
it should advert to a number of unlikely 
contingencies or problems which are in fact 
taken care of by operation of law. I believe 
this for two reasons. First, I think the com- 
mon lay criticism of lawyers that they are 


8 Leach, work cited, footnote 1, p. 810. 
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too verbose is unfortunately fairly well justi- 
fied, and while a lawyer should so far as is 
reasonably possible draft a will carefully 
enough so that no one will be able to attack 
it, remote contingencies can be thought of 
in unlimited variety, and if an attempt were 
made to cover even half of them, the will 
would reach the proportions of a corporate 
mortgage indenture. Second, departing too 
far from the normal pattern of things can 
lead to trouble. Professor Leach some years 
ago recommended that there be included in 
instruments creating powers a sort of spend- 
thrift provision to the effect that regardless 
of what the holder of the power might do, 
no attempt at a release of his power should 
be effective.* This suggestion was made to 
prevent undue pressure being put on the 
holder of the power by his family, but I 
have often wondered what problems it might 
have led to when the release of powers be- 
came both common and necessary after the 
adoption of the Revenue Act of 1942. 


Exercise of Powers 


So much for the creation of powers. The 
holder of an explicit power of appointment 
must someday decide whether he should ex- 
ercise it. If it is a pre-1942 general power 
that had not been released before Novem- 
ber 1, the property is subject to tax if the 
power is exercised. On the other hand, if 
it is exercised, tax savings may result in 
future generations by diverting income from 
high-bracket taxpayers to low-bracket ones, 
for instance, or by giving a child only a life 
estate so that there will be no estate tax on 
his death. The only other tax considera- 
tions affecting the question of whether or 
not to exercise a power concern income and 
state inheritance taxes which will be dis- 
cussed later. 


No particular form of words need be used 
in the exercise of a power, but it should be 
specifically referred to whether or not the 
instrument creating the power so requires. 
The exercise should be drafted with the 
same care and with the same regard for the 
principles of good draftsmanship that should 


go into any dispositive instrument. If the 
power may be presently exercised, but only 
to be effective in the future, the limitations 
should speak and the takers should be deter- 
mined not as of the holder’s death but as 
of the effective date of the power. For in- 
stance, a power effective upon the death of 
the holder’s mother should be exercised not 
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in favor of his descendants who survive him 
but in favor of his descendants who are liv- 
ing upon the death of the survivor of him 
and his mother. 


A power may be exercised only condi- 
tionally, if the testator’s wife survives him, 
for instance. It may also be exercised only 
as to a fraction of the property subject to it 
or, if the terms of the original power are 
broad enough, only to the extent of creating 
a life estate. In such instances the extent 
to which the provisions in default of appoint- 
ment are to be applicable should be specified, 
again with attention to the time when classes 
are to be determined. An appointment in trust, 
assuming it is permitted by the instrument 
creating the power, may be made either by 
appointing new trustees or by directing the 
original trustees to continue to hold the trust 
property. If it is intended that trustees’ 
powers and other administrative provisions 
of the instrument creating the power shall 
continue to be effective, it should be so stated. 


There is a great deal of ancient common- 
law erudition surrounding powers of appoint- 
ment. In the absence of litigation, the only 
common-law aphorism that retains much 
vitality is to the effect that the exercise of 
a power of appointment relates back to the 
creation of the power. This has two impor- 
tant consequences. One is that unless the 
holder of the power can appoint to himself 
during his life, the period of the rule against 
perpetuities in most jurisdictions dates from 
the creation of the power and not from its 
exercise (the exception presumably extends 
to a trust which is fully revocable and over 
which the grantor retains a testamentary 
power of appointment). This fact is of the 
utmost importance and should always be 
kept in mind in exercising any power. 


The other consequence is that, as a mat- 
ter of conflict of laws, if a power is created 
in one jurisdiction and exercised in another, 
the law of the state governing the instru- 
ment creating the power, including the law 
concerning prepetuities, is in general con- 
trolling with respect to the validity and con- 
struction of the exercise.” This will usually 
be the law of the domicile of the creator of 
the power, although in the case of real es- 
tate, it will be the law: of the situs. An ex- 
ception is that in the case of a testamentary 
power to appoint personalty, the power can 


® See footnote 40. There is an excellent short 
discussion of the operation of the rule against 
perpetuities with respect to powers in Schuyler, 
article cited, footnote 3, pp. 62-66. 

1 See Page, A Treatise on the Law of Wills, 
Sec. 1649 (3d Ed., 1941); Restatement of the 
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be exercised by a will valid under the law 
of the holder’s domicile. 


As will be pointed out later, there may 
be an estate tax problem about the exercise 
of an exempt post-1942 power if it is exer- 
cised by creating another power, or “a power 
on a power” as it is sometimes referred to. 
In states in which it is not clear that the 
period of the rule against perpetuities dates 
from the creation rather than the exercise 
of a special or testamentary power, it would 
be well to include, in any instrument cre- 
ating a power on a power, a provision to 
the effect that no powers shall be exercised 
so as to postpone the vesting of any interest 
for longer than the lives of named persons 
in being at the time of the creation of the 
first power and 21 years thereafter. 


If a power is not to be exercised, the re- 
siduary clause of the holder’s will should state 
that the holder is not thereby exercising any 
power which he may have. Such a provision 
is worthwhile in the case of any testator 
whose circumstances are such that he might 
conceivably have a power of appointment 
whether you know of one or not. In some 
states a residuary clause is presumed to ex- 
ercise a power of appointment, and in others, 
such as Illinois, a residuary clause will be 
held to exercise a power if such was found 
to be the holder’s intention.” 


Incidence of Taxes 


One more drafting problem remains to be 
considered. If a tax is to be paid upon ap- 
pointive property, the source of funds with 
which to pay it must be considered. A donor 
is of course primarily liable for gift taxes. 
If a power of appointment is taxable for 
federal estate tax purposes, whether or not 
it is exercised, a pro-rata portion of the tax 
is payable out of the property subject to the 
power, unless the holder of the power directs 
otherwise in his will.” (This will not neces- 
sarily account for the whole of the tax occa- 
sioned by the power, since the inclusion of 
the property subject to the power may put 
the remainder of the estate in a higher tax 
bracket than it would otherwise be in.) If 


.a power is exercised by will, Illinois inher- 


itance taxes on the property subject to the 
power would be payable out of that property, 
again in the absence of a contrary direction 


Law of Conflict of Laws, Secs. 235-236, 287-288; 
annotation, 150 A. L. R. 519. 

See Page, work cited, footnote 10, Sec. 1331; 
Carey and Schuyler, Illinois Law of Future 
Interests, Sec. 385 (1941). 

22 Code Sec. 826 (d). 
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in the will of the holder of the power. In 
either case, an ordinary form of direction to 
pay “all taxes levied upon my estate” out 
of the residue would probably not be suffi- 
cient to shift the burden of the tax, because 
the word “estate” in this connection is usually 
held to refer only to the probate estate, and 
specific reference should be made to prop- 
erty over which.the testator may have power 
of appointment.” 


Draftsmanship and Taxes 


Most of the balance of this article will be 
devoted to tax problems and, in particular, to 
the extent to which powers are taxable. It 
should not be forgotten in the process that 
not all powers need be made tax exempt. If 
a wife is given a marital-deduction power of 
appointment, for instance, a power of inva- 
sion over the same property will not make 
the property any more taxable in her estate, 
and if a testator desires to give to a daughter 
with no other taxable estate an annual power 
of invasion which exceeds the exempt amount, 
it may be that no real estate tax problems 
will be created. 


A considerable portion of the later discus- 
sion will be concerned with the taxability 
of the powers of trustees. The present estate 
tax laws make it very dangerous in many 
trusts involving discretionary powers to have 
only members of the family or other interested 
persons as trustees. If any beneficiary is or 
may be a trustee with discretionary powers, 
unless you are satisfied that because of ‘the 
existence of an adverse interest or for other 
reasons the trustees have no taxable powers 
of appointment, it is well to have at least 
one disinterested trustee and to include -a 
blanket provision. to the effect that discre- 
tion over the distribution of principal and 
income shall be exercised by, and only by, 
trustees who have no beneficial interest 
therein. If there is more than one interested 
trustee, so that the trustees could recipro- 
cally benefit each other as in the case of an 
unrestricted power to amend a trust, it should 
be provided that the power cannot be exer- 
cised for the benefit of any person who. is 
a trustee. 


ESTATE AND GIFT TAX PROBLEMS 


The Powers of Appointment Act of 1951* 
makes a basic distinction between powers 


1%3See annotations, 141 A. L. R. 847, 116 
A. L. R. 854, 51 A. L. R. 454. See also anno- 
tations, 15 A. L. R. (2d) 1216, 115 A. L. R. 916. 

“P, L. No. 58, approved June 28, 1951, 
amending Code Secs. 811 (f) and 1000 (c). 
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created on or before October 21, 1942, and 
powers created after that date. These two 
classes of powers have three things in com- 
mon: (1) only a general power occasions 
estate and gift tax consequences; (2) a gen- 
eral power is defined as one exercisable 
in favor of the holder of the power, his 
estate, his creditors or the creditors of his 
estate; and (3) there is excluded from the 
definition of a general power a power to 
invade principal for the benefit of the holder 
if it is “limited by an ascertainable standard 
relating to [his] health, education, support 
or maintenance.” 


The definition of a general power appears 
to mean what it says. There has been spec- 
ulation about whether a power ‘couched in 
the statutory language, exercisable in favor 
of any one in the world except the holder 
of the power, his estate, his creditors or the 
creditors of his estate, would actually be an 
exempt power. Doubts arose because there 
is some indication that at common law the 
creditors of the holder of such a power might 
be able to reach the property subject to it 
if the holder died insolvent and exercised 
the power.” However, the Commissioner 
of Internal Revenue has commendably taken 
the position in an unpublished ruling that 
such a power will not be taxable. Never- 
theless, some caution should be exercised 
in drafting a power in the statutory lan- 
guage, partly because the law may someday 
be amended, by which time you may have 
lost control of the situation, particularly 
if you are not dealing with a regular client. 
Also, if you are concerned with a spend- 
thrift, there is the problem of creditors to 
be considered. Conceivably, too, the Treas- 
ury Department might someday change its 
position, although I think it is undoubtedly 
right and would be sustained in court. 
Even if the holder of the power actually 
died insolvent, he could in effect appoint 
the appointive property to his creditors only 
to the extent of his insolvency, so that the 
estate tax question would become moot. 


The exception concerning a power to in- 
vade limited by an ascertainable standard 
relating to the support, and so forth, of 
the ‘holder of the power is not as satisfac- 
tory as it might be. I suppose there is a 
sufficient ascertainable standard if the holder 
needs the principal for the permitted pur- 
poses, and I should think that a provision 

See State Street Trust Company v. Kissel, 


302 Mass. 328, 19 N. E. (2d) 25 (1939); Re 
statement of Property, Sec. 329, comment c. 
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permitting invasion for the holder’s main- 
tenance: in the style to which he was ac- 
customed would comply with the statute. 
On the other hand, I would be afraid of 
broader language, such as “happiness” and 
“welfare,” and, in the absence dof supporting 
regulations, even “comfort,” although I be- 
lieve that that word comes within the pur- 
pose of the statute and should be sanc- 
tiened by the regulations. I would be a little 
fearful of unusually broad discretionary 
language, for instance, a provision that any 
determination whatever of the holder of the 
power shall be conclusive against all persons. 


PRE-1942 POWERS 


So much for the common ground between 
pre-1942 and post-1942 powers. In other re- 
spects they differ both in the terms of further 
exceptions to the statutory definition of a 
general power and in the types of events 
that will give rise to a tax. The statute is 
very generous with pre-1942 powers and, in 
fact, with respect to them, very nearly re- 
stores the law as it existed before 1942. 


The new law, however, departs from the 
pre-1942 law in several respects: (1) the 
exercise of a general power is taxable even 
though it is exercised in favor of the re- 
maindermen in default of appointment, thus 
disposing of a fruitful source of litigation; 
(2) the new law contains a specific defini- 
tion of a general power, thus disposing of 
further litigation; * (3) the curious defect 
in the wording of the old law, that a power 
in a spouse to appoint to herself was literally 
an exempt power “—an interpretation that 
probably would not have been sustained by 
higher courts—has been eliminated; and (4) 
the pre-1942 law referred expressly to 
“powers of appointment” and was assumed 
to extend only to what would be included 
in that term at common law, while the new 
law defines a power of appointment as a 
“power” which is exercisable in the speci- 
fied ways, thereby bringing in a number of 
kinds of powers, particularly fiduciary powers, 
which are not strictly powers of appoint- 
ment at all (and considerably reducing the 
supposedly beneficial effect of incorporating 
a definition of a general power in the stat- 
ute). There is some indication in the Senate 
Finance Committee report on the new law 


% Accord: Turk, ‘‘New Rules on Powers of 
Appointment,’’ 90 Trusts and Estates 428, 484 
(July, 1951). 

For example, Helvering v. Grinnell, 35-1 
ustc § 9107, 294 U. S. 153 (1935). 

% For example, Clausen v. Elizabeth R. 
Vaughan, Executor (Henry G. Vaughan Estate), 
45-1 vustc 10,170, 147 F. (2d) 84 (CCA-1), 
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that. pre-1942 fiduciary and other fringe 
powers will not be taxed. While pre-1942 
fiduciary powers are not exempt as such, 
they will as a practical matter cause little 
trouble, and pre-1942 powers in general 
present few problems. Because of their sim- 
plicity, I am going to start with them and 
dispose of them very briefly and spend the 
rest of my time in the more troublesome field 
of post-1942 powers. 


What Are Pre-1942 Powers? 


Before basking happily beside the still 
waters of the pre-1942 world, it is well to 
be certain that you in fact have a pre-1942 
power. A power created inter vivos is, of 
course, normally born on the date of the 
instrument creating it, although conceivably 
a troublesome split-second situation might 
be uncovered in which execution was started 
before, but not completed by all parties until 
after, the crucial date, but I have never 
actually encountered such a state of affairs. 
Of course a power created by will normally 
dates from the testator’s death. 


However, these generalizations are not 
without exceptions. The statute treats as 
a pre-1942 power, a power created by a will 
executed on or before October 21, 1942, if 
the testator died before July 1, 1949, without 
having republished the will by codicil “or 
otherwise’”—I have no idea what the “other- 
wise” can be. This provision is of some 
importance and should be kept in mind, be- 
cause a considerable number of such powers 
actually exist. On the other hand, there 
are some situations in which a power may 
have been in fact created after the date of 
the controlling instrument. It should not 
matter that a power created before 1942 
does not become effective until after 1942, 
a power, for instance, in a pre-1942 trust 
which is not exercisable until after the death 
of, or in default of exercise by, another 
beneficiary. It seems to me that such a 
power was clearly created, which is the 
operative word in the statute, before 1942. 
But suppose a successor trustee is appointed 
after 1942 under a pre-1942 trust. What 
kind of powers does he have? The Com- 


“missioner at first took the position, in an 


unpublished ruling, that this trustee has 
post-1942 powers, which proved to be very 


holding a power unrestricted except that ‘‘no 
portion whatsoever . . Shall ever go... 
to the present wife of said Henry or any of 
her family or assigns’’ not to be a general 
power. 

1” Richard N. Schwab, Executor (Otto Schwab 
Estate) v. Allen, 48-1 ustc { 10,620, 78 F. Supp. 
234, (DC Ga.). 
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troublesome. Fortunately this ruling is 
being reconsidered, and I am advised that 
it will probably be reversed and that the 
trustee will be considered to have pre-1942 
powers. However, if a trustee or benefici- 
ary of a pre-1942 trust is given new powers, 
or substantially altered powers, by a post- 
1942 amendment or a post-1942 exercise of a 
power, the new powers seem clearly to be 
post-1942 powers, and if additional property 
is bequeathed now to a pre-1942 trust, the 
trust becomes a post-1942 trust to the extent 
of the additional property. 


Taxability of Pre-1942 Powers 


If a power is clearly a pre-1942 power, 
gift or estate taxes will be incurred by its 
holder or his estate only if it is a general 
power and is exercised. The lapse or re- 
lease of a pre-1942 power will occasion no 
untoward estate or gift tax consequences. 
No problems arise from the manner in 
which a pre-1942 power is exercised. Fi- 
nally, the statute provides that no pre-1942 
power “which is exercisable . . . only in 
conjunction with another person” is con- 
sidered to be a general power. However, 
the exercise of even a pre-1942 power in 
contemplation of or to take effect at death, 
or with possession or enjoyment of the 
property subject to the power or the right 
to change the same retained until death 
will occasion an estate tax. 


Taken together these provisions should, 
as I have said, remove most worries about 
pre-1942 fiduciary powers, as, for example, 
a power in trustees to distribute principal 
to a beneficiary who is one of the trustees. 
Even if such a power is a general power, 
if it is a pre-1942 power it can be retained 
without tax consequences so long as it is 
not exercised, and, of course, an exercise 
in favor of the holder of the power will 
not occasion a gift tax. Further, many fidu- 
ciary powers are joint powers and, as such, 
are exempt if they are pre-1942 powers. To 
be certain of this protection, however, an 
ample margin of safety should be allowed, 
if circumstances permit, in the way of spare 
cotrustees or designated successor trustees. 
The mere fact that a power might lose its 
joint character by falling into the hands of 
a sole surviving trustee should be immate- 
rial if the eventuality does not in fact occur. 
If a trustee does become a sole surviving 
trustee but the trust instrument requires 
the appointment of an additional trustee or 
permits the beneficiaries to appoint an addi- 


* District of Columbia v. Lloyd, 47-1 usrc 
710,550, 160 F. (2d) 581 (CA of D. C.). 
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tional trustee and one is in fact appointed, 
there should be no problem unless a power 
is exercised before the new trustee is 
appointed. However, if the trustee is per- 
mitted to act alone but can and does volun- 
tarily appoifit a cotrustee to act with him, 
I am not entirely certain he has saved himself. 


It appears to be possible, for pre-1942 pur- 
poses, to have a double power, that is, both 
a general power and a special power. The 
income beneficiary of a trust may have an 
unrestricted power to draw down principal 
during his life and a limited testamentary 
power upon his death. The Commissioner 
has stated in an unpublished ruling that to 
the extent the beneficiary has not exer- 
cised his right of withdrawal, the trust 
property will not be taxable on his death. 
The powers, in other words, are to be con- 
sidered separately. This result, of course, 
would not be possible with post-1942 powers, 
since the lapse of the power of withdrawal 
upon death would in itself occasion a tax. 


Release of Pre-1942 Powers 


Before leaving the subject of pre-1942 
powers I should, for the sake of complete- 
ness, mention partial releases. As you 
know, the statute makes it possible partially 
to release a general power, so that it is no 
longer a general power (without incurring 
a gift tax), and thereafter the power may 
be safely exercised. In the usual case, the 
power must have been partially released 
before November 1 in order to achieve this 
result, so that this information is not of 
much use. But it should not be forgotten 
that the statute continues the provisions of 
Sections 403 (d) and 452 (b) of the Reve- 
nue Act of 1942, by virtue of which a person 
under legal disability at the expiration of 
the grace period may effectively execute a 
partial release of a power at any time within 
six months after removal of the disability. 
Those sections also provide that an indi- 
vidual in the military or naval forces of 
the United States shall be considered to be 
under legal disability “until the termination 
of the present war.” I leave to others the 
question of whether the war has terminated. 


Most states have statutes expressly pro- 
viding that powers of appointment can be 
validly released and specifying the manner 
of effecting a release. These statutes should 
be carefully followed. It has been held, 
however, that a power of appointment is 
releasable in the absence of a statute.” 
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If a pre-1942 general power is not par- 
tially released within the grace period, its 
mere possession will not give rise to a tax, 
but it cannot be exercised tax free. The 
lapse or complete release of a pre-1942 
power at any time will not be taxable, but 
it produces no tax advantage. A partial 
release of a pre-1942 power after the expi- 
ration of the grace period will not occasion 
a gift tax, as the committee report recog- 
nizes, since the holder of the power still 
retains a degree of control over the prop- 
erty subject to the power,” but such a par- 
tial release will be ineffective in preventing a 
tax upon subsequent exercise of the power. 


POST-1942 POWERS 


Turning now specifically to post-1942 
powers—they differ from pre-1942 powers 
in four important particulars: first, the 
mere possession at death of a general post- 
1942 power will occasion an estate tax, and, 
correspondingly, the release or lapse of such 
a power will, subject to one exception, 
occasion a gift tax; second, the exercise or 
release of such a power in contemplation 
of or to take effect at death or with pos- 
session or enjoyment of the property sub- 
ject to the power or the right to change 
the same retained until death gives rise 
to an estate tax, as will the lapse of such 
a power at death (subject again to one 
exception), assuming the statutory phrase 
“during life” includes the moment of death; 
third, the blanket exception of joint pre- 
1942 powers from the definition of a gen- 
eral power is replaced by three much 
narrower exceptions; and fourth, the manner 
of exercise of an exempt power may cause 
difficulty in a few jurisdictions. 

So far as “explicit powers” go, by which 
term I mean powers which are intended to 
be common-law powers of appointment, the 
law as to post-1942 powers is little more 
troublesome than the law as to pre-1942 
powers. But the second and third factors 
which I mentioned, the taxability of the 
lapse or release of post-1942 powers and 
the narrow exemption of joint powers, 
combine to cause difficulty and uncertainty 
with respect to fiduciary and other powers 
which are not thought of as common-law 
powers of appointment and which might be 
described as “hidden” powers. 


Fiduciary and Other Hidden Powers 


As I mentioned earlier, a power which is 
a general power of appointment is not less 


21 See Regs. 108, Sec. 86.3. 
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taxable because it is held in a fiduciary 
capacity. As the Powers of Appointment 
Act was originally presented to Congress, 
it contained a provision exempting all fidu- 
Ciary powers, but this provision did not 
survive passage. As a result, the committee 
report contains the following remarkable 
statement, which seems utterly to defeat 
itself and to owe its existence only to the 
historical development of the statute: 


“If the holder of a power is legally 
accountable for its exercise or nonexercise, 
the power is not deemed to be a general 
power. However, a power which is exer- 
cisable in favor of the holder, his estate, his 
creditors, or the creditors of his estate, is 
not regarded as.a power for which the 
holder is legally accountable.” 


It seems to me clear that in the absence 
of an adverse interest, a power to distribute 
principal to the holder of the power is a 
taxable power, unless it meets the ascertain- 
able-standards test of the statute. Similarly, 
a power to distribute income to the holder 
of the power or to accumulate it seems to 
me a taxable power over the income al- 
though not over the principal. I am not 
certain whether the ascertainable-standards 
provision applies to powers over income; it 
refers to “a power to consume, invade or 
appropriate property.” I will return to the 
subject of fiduciary powers a little later. 
First I would like to discuss the release 
and lapse of powers. 


Release and Renunciation 
of Post-1942 Powers 


The complete release of a post-1942 power 
will occasion a gift tax, except that the 
statute, in a somewhat backhanded manner 
and supported by the committee report, 
provides that there will be no gift tax upon 
the release of a post-1942 power if it was 
released before June 1, 1951. This provision 
was inserted to avoid retroactive taxation, 
since the previous law exempting releases 
before July 1, 1951, applied to post-1942 
powers as well as pre-1942 powers with 
respect to the gift tax although not with 


_ respect to the estate tax. (The discrepancy 


in dates appears to be an accident.) 


There is a small mystery in connection 
with this provision. It seems to me neces- 
sarily true of a post-1942 power, as well as 
of a pre-1942 power, that a partial release 
will not occasion a gift tax and will not 
prevent the subsequent imposition of a tax. 
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The committee report in general supports 
at least the last half of this statement but 
goes on to state that if a post-1942 general 
power was partially released before June 
1, 1951, a subsequent exercise will not con- 
stitute a taxable gift. There appears to be 
no statutory basis for this statement. 


In addition to subjecting the release of 
a post-1942 power to gift tax, the statute 
provides that if either the exercise or release 
of a power is made in contemplation of, 
or to take effect at, death (or more specifi- 
cally, by a disposition which if it were a 
transfer of property, would make the prop- 
erty taxable under Section 811(c) or (d)), 
the property over which the power extended 
will also be subject to estate tax upon the 
death of the holder. It seems to me that 
the exercise or release during life of a testa- 
mentary power must almost necessarily take 
effect upon death and, therefore, be ineffec- 
tive in removing the property subject to 
the power from estate tax. I should think 
this would also be true of a power exer- 
cisable during life to appoint a remainder 
after the death of the holder of the power.” 


In connection with the subject of re- 
leases it should be remembered that the 
statute permits the disclaimer or renunci- 
ation of even a post-1942 power without 
tax consequences. As the committee report 
points out, a disclaimer or renunciation, as 
distinguished from a release, must be made 
within a reasonable time after learning of 
a power, presumably after learning of its 
existence and not merely of its taxability. 
The report also states that the disclaimer 
or renunciation must be “unequivocal,” 
whatever that may mean, and goes on to 
say that a power may be disclaimed or 
renounced without disclaiming any other 
interest which the donee may have in the 
property if the disclaimer or renunciation 
is effective under local law. This last fact 
may be difficult to ascertain and perhaps 
impossible. to prove. It would be helpful 
if the Regulations were to provide that a 
disclaimer or renunciation would be pre- 
sumed to be effective in this respect in the 
absence of proof to the contrary. 


Lapse of Post-1942 Powers 


As I have indicated, the statute provides 
that the lapse of a post-1942 general power 
shall be considered to be a release of the 
power. If a beneficiary has an unrestricted 


22 Henderson, Executor (Nellie E. Taylor Es- 
tate) v. Rogan, 47-1 ustc { 10,540, 159 F. (2d) 
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power to draw down principal from a trust 
during his life, the trust property will be 
taxed upon his death—assuming, again, 
that “during life” includes the moment of 
death—because his power lapsed at that 
time (although, of course, if he exercised 
the power, the exercise would not be sub- 
ject to gift tax, since a person cannot make 
a taxable gift to himself). The result would 
be the same if trustees were given the 
power to distribute principal to an income 
beneficiary for his general welfare and he 
were one of the trustees. If either power 
were limited to the withdrawal or distri- 
bution of $10,000 a year from a $100,000 
trust, the power would lapse to the extent 
of $10,000 at the end of each year. Subject 
to the operation of a statutory exception 
which I will discuss later, the result would 
be a gift tax at the end of each year on 
the value of the remainder interest in the 
$10,000 and, on the same assumption, an 
estate tax on the beneficiary’s death upon, 
roughly, the accumulation of all the $10,000 
lapses that occurred during his life, since 
the lapses would take effect, in the sense 
that an interest in property passed to some- 
one else, upon the beneficiary’s death. How- 
ever, in the case of the gift tax, if the 
beneficiary has a further unlimited power 
of invasion with the consent of a disinter- 
ested trustee, there should be no tax pay- 
able, and conceivably in other cases the 
valuation of the taxable amount may be 
subject to reduction by reason of further 
powers of invasion. 


The one statutory exception to, or limi- 
tation upon, the taxability of the lapse of 
a power exempts from tax the lapse of 
powers during any calendar year to the 
extent that the value of the property with 
respect to which the lapse occurs does not 
exceed the greater of $5,000 or 5 per cent 
of the value of the property out of which 
the exercise could be satisfied. The estate 
tax statute specifies that for this purpose 
the value of the property shall be deter- 
mined at the time of the lapse, which in 
the case of an annual power would be the 
end of the year. The gift tax statute con- 
tains no such provision, presumably because 
the lapse in itself establishes a taxable event 
and therefore a valuation date. For estate 
tax purposes the committee report states 
that the taxable amount will be determined 
in accordance with valuation principles ap- 
plicable under Sections 811 (c) and (d) and 
sets forth the following as an example of 


855 (CCA-9), cert. den. 331 U. S. 843, when the 
exercise was revocable during life. 
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the application of these principles: in the 
case of the lapse of a power to draw down 
$50,000 from an $800,000 trust, $10,000 (or 
one fifth of the amount which could be 
withdrawn) is in excess of the permissible 
amount; if the value of the principal had 
decreased to $600,000 on the date of death 
(or the optional valuation date), $7,500 
would be taxed, and if it had increased to 
$1,200,000, $15,000 would be taxed. In other 
words the ratio of the excessive amount of 
permissible withdrawals to the value of the 
principal at the time of lapse, in this case, 
1/80, is applied to the value of the principal 
at the time of death to determine the tax- 
able amount. 


Since fiduciary powers can be taxable 
powers, their lapse or release will likewise 
be taxable. It follows that the resignation 
or death of a trustee who has a taxable 
power will presumably: cause the lapse of 
his power and give rise to a gift tax or an 
estate tax. A question has been raised about 
whether this result would be reached if the 
trustee were removed by court proceedings 
or by action of the beneficiaries, on the 
ground that these involuntary actions should 
not occasion a gift tax. However, death is 
equally involuntary, and since it is clear 
enough that the fiduciary character of a 
power does not exempt it from tax and 
since it has been held that a court can make 
a gift in contemplation of the death of an 
incompetent,” I would have little faith in 
such an argument. 


Other Statutory Exceptions 


The three exceptions to the statutory 
definition of a general post-1942 power 
(other than the limitation upon the lapse 
of powers and the exception, applicable to 
pre-1942 powers as well, of limited powers 
of invasion) correspond, as I have said, 
to the blanket exemption of all joint pre- 
1942 powers. These exceptions are: (1) 
that a power exercisable in conjunction 
with the creator of the power is exempt 
(this provision would protect the trustee of 
an inter-vivos trust in which the creator 
reserved the right to amend the trust in any 
manner with the consent of the trustee, 
a type of trust which is sometimes useful 
to protect a spendthrift from himself if not 
from his creditors); (2) that a power ex- 
ercisable only “in conjunction with a person 
having a substantial interest in the property 

City Bank Farmers Trust Company (Estate 


of Vail) v. McGowan, 45-1 ustc 110,163, 323 
U. S. 594. 
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subject to the power which is adverse to 
the exercise of the power” in favor of the 
holder is exempt, and it is further provided 
that a person who, after the death of the 
holder would himself have a power exercis- 
able in his own favor (or in favor of his 
estate, etc.) over the same property, has 
an adverse interest; and (3) that a joint 
power exercisable in favor of the coholders 
of the power (or their estates, etc.) is tax- 
able only to the extent of a portion of the 
property subject to the power, the portion 
being the total value of the property divided 
by the number of holders of the power. 


Adverse Interests 


The last exception affords some protec- 
tion in a situation which occasionally arises 
when several children may desire to create 
a trust to pay the income to their mother 
for life, with vested remainders in them- 
selves and a joint power to amend. Each 
child’s contribution is subject to a reserved 
power and would be taxable in his estate in 
any event. However, each child also has 
a power of appointment over the shares of 
the other children which should not, and 
by virtue of this provision would not, be 
taxable. But, as the committee report points 
out, if the power is exercisable by the sur- 
vivors of the original coholders, it appears 
to be entirely exempt by virtue of the 
second exception with its footnote defining 
a surviving holder of a general power as 
having an adverse interest. This seems, 
in general, a solution to the problems of a 
trust in which the trustees have unlimited 
powers of amendment so long as there is 
more than one trustee. 


This second exception, concerning powers 
exercisable only with the holder of an 
adverse interest, is of much more general 
importance than the other two but is some- 
what difficult to apply. The committee re- 
port states that “principles developed under 
the income and gift taxes will be applicable 
in determining whether an interest is sub- 
stantial and the amount of property in which 
the adversity exists.” Unfortunately these 


- principles are not as well developed as they 


might be. There are some things that are 
certainties. The committee report points 
out that a permissible appointee does not 
have an adverse interest, nor does a co- 
holder of a power,” unless the power is 

*% George Washington, Sr., CCH Dec. 13,021 


(M), 1 TCM 682 (1943) (income tax, cograntors 
with a common beneficial interest). 
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in the will of the holder of the power. In 
either case, an ordinary form of direction to 
pay “all taxes levied upon my estate” out 
of the residue would probably not be suffi- 
cient to shift the burden of the tax, because 
the word “estate” in this connection is usually 
held to refer only to the probate estate, and 
specific reference should be made to prop- 
erty over which the testator may have power 
of appointment.” 


Draftsmanship and Taxes 


Most of the balance of this article will be 
devoted to tax problems and, in particular, to 
the extent to which powers are taxable. It 
should not be forgotten in the process that 
not all powers need be made tax exempt. If 
a wife is given a marital-deduction power of 
appointment, for instance, a power of inva- 
sion over the same property will not make 
the property any more taxable in her estate, 
and if a testator desires to give to a daughter 
with no other taxable estate an annual power 
of invasion which exceeds the exempt amount, 
it may be that no real estate tax problems 
will be created 

A considerable portion of the later discus- 
sion will be concerned with the taxability 
of the powers of trustees. The present estate 
tax laws make it very dangerous in many 
trusts invelving discretionary powers to have 
only members of the family or other interested 
persons as trustees. If any beneficiary is or 
may be a trustee with discretionary powers, 
unless you are satisfied that because of the 
existence of an adverse interest or for other 
reasons the trustees have no taxable powers 
of appointment, it is well to have at least 
one disinterested trustee and to include a 
blanket provision to the effect that discre- 
tion over the distribution of principal and 
income shall be exercised by, and only by, 
trustees who have no beneficial interest 
therein. If there is more than one interested 
trustee, so that the trustees could recipro- 
cally benefit each other as in the case of an 
unrestricted power to amend a trust, it should 
be provided that the power cannot be exer- 
cised for the benefit of any person who is 
a trustee. 


ESTATE AND GIFT TAX PROBLEMS 


The Powers of Appointment Act of 1951* 
makes a basic distinction between powers 





1%3See annotations, 141 A. L. R. 847, 116 
A. L. R. 854, 51 A. L. R. 454. See also anno- 
tations, 15 A. L. R. (2d) 1216, 115 A. L. R. 916. 

“Pp. L. No. 58, approved June 28, 1951, 
amending Code Secs. 811 (f) and 1000 (c). 


970 December, 1951 








created on or before October 21, 1942, and 
powers created after that date. These two 
classes of powers have three things in com- 
mon: (1) only a general power occasions 
estate and gift tax consequences; (2) a gen- 
eral power is defined as one exercisable 
in favor of the holder of the power, his 
estate, his creditors or the creditors of his 
estate; and (3) there is excluded from the 
definition of a general power a power to 
invade principal for the benefit of the holder 
if it is “limited by an ascertainable standard 
relating to [his] health, education, support 
or maintenance.” 


The definition of a general power appears 
to mean what it says. There has been spec- 
ulation about whether a power couched in 
the statutory language, exercisable in favor 
of any one in the world except the holder 
of the power, his estate, his creditors or the 
creditors of his estate, would actually be an 
exempt power. Doubts arose because there 
is some indication that at common law the 
creditors of the holder of such a power might 
be able to reach the property subject to it 
if the holder died insolvent and exercised 
the power.* However, the Commissioner 
of Internal Revenue has commendably taken 
the position in an unpublished ruling that 
such a power will not be taxable. Never- 
theless, some caution should be exercised 
in drafting a power in the statutory lan- 
guage, partly because the law may someday 
be amended, by which time you may have 
lost control of the situation, particularly 
if you are not dealing with a regular client. 
Also, if you are concerned with a spend- 
thrift, there is the problem of creditors to 
be considered. Conceivably, too, the Treas- 
ury Department might someday change its 
position, although I think it is undoubtedly 
right and would be sustained in court. 
Even if the holder of the power actually 
died insolvent, he could in effect appoint 
the appointive property to his creditors only 
to the extent of his insolvency, so that the 
estate tax question would become moot. 


The exception concerning a power to in- 
vade limited by an ascertainable standard 
relating to the support, and so forth, of 
the holder of the power is not as satisfac- 
tory as it might be. I suppose there is a 
sufficient ascertainable standard if the holder 
needs the principal for the permitted pur- 
poses, and I should think that a provision 





*% See State Street Trust Company v. Kissel, 
302 Mass. 328, 19 N. E. (2d) 25 (1939); Re 
statement of Property, Sec. 329, comment c. 
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permitting invasion for the holder’s main- 
tenance in the style to which he was ac- 
customed would comply with the statute.” 
On the other hand, I would be afraid of 
broader language, such as “happiness” and 
“welfare,” and, in the absence of supporting 
regulations, even “comfort,” although I be- 
lieve that that word comes within the pur- 
pose of the statute and should be sanc- 
tioned by the regulations. I would be a little 
fearful of unusually broad discretionary 
language, for instance, a provision that any 
determination whatever of the holder of the 
power shall be conclusive against all persons. 


PRE-1942 POWERS 


So much for the common ground between 
pre-1942 and post-1942 powers. In other re- 
spects they d:ffer both in the terms of further 
exceptions to the statutory definition of a 
general power and in the types of events 
that will give rise to a tax. The statute is 
very generous with pre-1942 powers and, in 
fact, with respect to them, very nearly re- 
stores the law as it existed before 1942. 

The new law, however, departs from the 
pre-1942 law in several respects: (1) the 
exercise of a general power is taxable even 
though it is exercised in favor of the re- 
maindermen in default of appointment, thus 
disposing of a fruitful source of litigation; ” 
(2) the new law contains a specific defini- 
tion of a general power, thus disposing of 
further litigation; * (3) the curious defect 
in the wording of the old law, that a power 
in a spouse to appoint to herself was literally 
an exempt power “—an interpretation that 
probably would not have been sustained by 
higher courts—has been eliminated; and (4) 
the pre-1942 law referred expressly to 
“powers of appointment” and was assumed 
to extend only to what would be included 
in that term at common law, while the new 
law defines a power of appointment as a 
“power” which is exercisable in the speci- 
fied ways, thereby bringing in a number of 
kinds of powers, particularly fiduciary powers, 
which are not strictly powers of appoint- 
ment at all (and considerably reducing the 
supposedly beneficial effect of incorporating 
a definition of a general power in the stat- 
ute). There is some indication in the Senate 
Finance Committee report on the new law 

























































that pre-1942 fiduciary and other fringe 
powers will not be taxed. While pre-1942 
fiduciary powers are not exempt as such, 
they will as a practical matter cause little 
trouble, and pre-1942 powers in general 
present few problems. Because of their sim- 
plicity, I am going to start with them and 
dispose of them very briefly and spend the 
rest of my time in the more troublesome field 
of post-1942 powers. 


What Are Pre-1942 Powers? 


Before basking happily beside the still 
waters of the pre-1942 world, it is well to 
be certain that you in fact have a pre-1942 
power. A power created inter vivos is, of 
course, normally born on the date of the 
instrument creating it, although conceivably 
a troublesome split-second situation might 
be uncovered in which execution was started 
before, but not completed by all parties until 
after, the crucial date, but I have never 
actually encountered such a state of affairs. 
Of course a power created by will normally 
dates from the testator’s death. 

However, these 
without exceptions. 


generalizations are not 
The statute treats as 
a pre-1942 power, a power created by a will 
executed on or before October 21, 1942, if 
the testator died before July 1, 1949, without 
having republished the will by codicil “or 
otherwise’”’—I have no idea what the “other- 
wise” can be. This provision is of some 
importance and should be kept in mind, be- 
cause a considerable number of such powers 
actually exist. On the other hand, there 
are some situations in which a power may 
have been in fact created after the date of 
the controlling instrument. It should not 
matter that a power created before 1942 
does not become effective until after 1942, 
a power, for instance, in a pre-1942 trust 
which is not exercisable until after the death 
of, or in default of exercise by, another 
beneficiary. It seems to me that such a 
power was clearly created, which is the 
operative word in the statute, before 1942. 
But suppose a successor trustee is appointed 
after 1942 under a pre-1942 trust. What 
kind of powers does he have? The Com- 
missioner at first took the position, in an 
unpublished ruling, that this trustee has 
post-1942 powers, which proved to be very 





* Accord: Turk, ‘‘New Rules on Powers of 


Appointment,’’ 90 Trusts and Estates 428, 484 
(July, 1951). 


"For example, Helvering v. Grinnell, 35-1 
ustc § 9107, 294 U. S. 153 (1935). 
*For example, Clausen v. Elizabeth R. 


Vaughan, Executor (Henry G. Vaughan Estate), 
45-1 ustc $10,170, 147 F. (2d) 84 (CCA-1), 
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holding a power unrestricted except that “‘no 
portion whatsoever shall ever go... 
to the present wife of said Henry or any of 
her family or assigns’’ not to be a general 
power. 

1” Richard N. Schwab, Executor (Otto Schwab 
Estate) v. Allen, 48-1 ustc { 10,620, 78 F. Supp. 
234, (DC Ga.). 
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Fortunately this ruling is 
being reconsidered, and | am advised that 
it will probably be reversed and that the 
trustee will be considered to have pre-1942 
However, if a trustee or benefici- 
ary of a pre-1942 trust is given new powers, 
or substantially altered powers, by a post- 
1942 amendment or ; 


troublesome. 


powers. 


a post-1942 exercise of a 
power, the new powers seem clearly to be 
post-1942 powers, and if additional property 
is bequeathed now to a pre-1942 trust, the 
trust becomes a post-1942 trust to the extent 
f the additional property. 


Taxability of Pre-1942 Powers 


If a powe1 


+ 


tate taxes will be incurred by its 
holder or his estate only if it is a general 


reised, 


is clearly a pre-1942 power, 


power and 1s exe Ihe lapse or re- 
lease of a pre-1942 power will occasion no 
untoward estate or gift tax consequences 
from the manner in 


a pre-1942 power is exercised. Fi 


No pi oblems 
which 


arise 


nally, the statute provides that no pre-1942 
power “which is exercisable only in 
conjunction w another person” is con 





sidered to be a general power. However, 
the exercise of even a pre-1942 power in 
‘ontemplation of or to take effect at death, 
enjoyment of the 
property subject to the power or the right 
t until death 


possession or 


to change the same retained 


will occasion an estate tax 

Taken together these provisions should, 
1a remove most worries about 
pre-1942 fiduciary powers, as, for example, 
in trustees to distribute principal 
to a beneficiary who is one of the trustees. 
Even if such a power is a general power, 
if it is a pre-1942 power it can be retained 
without tax consequences so'long as it is 


is | have said, 


a powe!l 


not exercised, and, of course, an exercise 
in favor of the holder of the power will 
not occasion a gift tax. Further, many fidu- 
ciary powers are joint powers and, as such, 
are exempt if they are pre-1942 powers. To 
this protection, however, an 
ample margin of safety should be allowed, 
if circumstances permit, in the way of spare 


be certain of 


cotrustees or designated successor trustees. 
The mere fact that a power might lose its 
joint character by falling into the hands of 
a sole surviving trustee should be immate- 
rial if the eventuality does not in fact occur. 
If a trustee does become a sole surviving 
trustee but the trust instrument requires 
the appointment of an additional trustee or 
permits the beneficiaries to appoint an addi- 








20 District of Columbia v. Lloyd, 47-1 USTC 
§ 10,550, 160 F. (2d) 581 (CA of D. C.). 
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tional trustee and one is in fact appointed, 
there should be no problem unless a power 
is exercised new trustee is 
appointed. However, if the trustee is per- 
mitted to act alone but can and does volun- 
tarily appoint a cotrustee to act with him, 
I am not entirely certain he has saved himself 


before the 


It appears to be possible, for pre-1942 pur- 
poses, to have a double power, that is, both 
a general power and a special power. The 
income beneficiary of a trust may have an 
unrestricted power to draw down principal 
during his life and a limited testamentary 
power upon his death. The Commissioner 
has stated in an unpublished ruling that to 
the extent the j exer- 
right of withdrawal, the trust 
property will not be taxable on his death 


beneficiary has not 


cised his 


[he powers, in other words, are to be con- 
sidered separately. This result, of course, 
would not be possible with post-1942 powers, 
since the lapse of the power of withdrawal 
upon death would in itself occasion a tax 


Release of Pre-1942 Powers 


Before leaving pre-1942 
powers | should, for the sake of complete- 
mention partial 
know, the statute makes it possible partially 
to release a general power, so that it is no 
longer a general power (without incur 
a gift tax), and thereafter the power may 
be safely exercised. In the usual case, the 
power must have partially 
before November 1 in order to achieve this 
result, so that this information is not of 
much use. But it should not be forgotten 
that the statute continues the provisions of 
Sections 403 (d) and 452 (b) of the Reve- 
nue Act of 1942, by virtue of which a person 
under legal disability at the expiration of 
the grace period may effectively execute a 
partial release of a power at any time within 
six months after removal of the disability 
Those sections also provide that an indi- 
vidual in the military or naval forces of 
the United States shall be considered to be 
under legal disability “until the termination 
of the present war.” I leave to others the 
question of whether the war has terminated. 


the subject ot 


ness, releases As you 





been released 


Most states have statutes expressly pro- 
viding that powers of appointment can be 
validly released and specifying the manner 
of effecting a release. These statutes should 
be carefully followed. It has been held, 
however, that a power of appointment is 
releasable in the absence of a statute.” 
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lf a pre-1942 general power 1s not par- 
tially released within the grace period, its 
mere possession will not give rise to a tax, 
but it cannot be exercised tax free. The 
lapse or complete release of a pre-1942 
power at any time will not be taxable, but 
it produces no tax advantage. A partial 
release of a pre-1942 power alter the expi- 
ration of the grace period will not occasion 
a gift tax, as the committee report recog- 
nizes, since the holder of the power still 
retains a degree of control over the prop- 
erty subject to the power,” but such a par- 
tial release will be ineffective in preventing a 
tax upon subsequent exercise of the power 





POST-1942 POWERS 


Turning now specifically to post-1942 
powers—they differ from pre-1942 powers 
in four important particulars: first, the 
mere possession at death of a general post- 
1942 power will occasion an estate tax, and, 
correspondingly, the release or lapse of such 
a power will, subject to one exception, 
occasion a gift tax; second, the exercise or 


release of such a power in contemplation 
to take effect at death or with pos- 
session or enjoyment of the property sub- 


ject to the power or the right to change 
the same retained until death gives rise 
to an estate tax, as will the lapse of such 
a power at death (subject again to one 
exception), assuming the statutory phrase 
‘during life’ includes the moment of death; 
|, the blanket exception of joint pre 
1942 powers from the definition of a gen 
ral power is replaced by three much 
narrower exceptions; and fourth, the manner 
yf exercise of an exempt power may cause 
dificulty in a few jurisdictions 
! 


far as “explicit powers” go, by which 


So fi 

term I mean powers which are intended to 
be common-law powers of appointment, the 
law as to post-1942 powers is little more 
troublesome than the law as to pre-1942 
powers. But the second and third factors 
which I mentioned, the taxability of the 
lapse or release of post-1942 powers and 
he narrow exemption of joint powers, 
combine to cause difficulty and uncertainty 
with respect to fiduciary and other powers 
which are not thought of as common-law 
powers of appointment and which might be 


lescribed as “hidden” powers 


Fiduciary and Other Hidden Powers 


As I mentioned earlier, a power which is 
4 general power of appointment is not less 


1 See Regs. 108, Sec. 86.3. 
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taxable because it is held in a fiduciary 
capacity. As the Powers of Appointment 
Act was originally presented to Congress, 
it contained a provision exempting all fidu- 
ciary powers, but this provision did not 
survive passage. As a result, the committee 
report contains the following remarkable 
statement, which seems utterly to defeat 
itself and to owe its existence only to the 
historical development of the statute: 


“If the holder of a power is legally 
accountable for its exercise or nonexercise, 
the power is not deemed to be a general 
power. However, a power which is exer- 
cisable in favor of the holder, his estate, his 
creditors, or the creditors of his estate, is 


ot 
for which the 


not regarded as a power 
holder is legally accountable.” 


It seems to me clear that in the absence 
of an adverse interest, a power to distribute 
principal to the holder of the power is a 
taxable power, unless it meets the ascertain 
ible-standards test of the statute. Similarly, 
1 power to distribute income to the holder 
of the power or to accumulate it seems to 
me a taxable power over the income al- 
though not over the principal. I am not 
certain whether the ascertainable-standards 
provision applies to powers over income; it 
refers to “a power to consume, invade or 
ippropriate property.” I will return to the 
subject of fiduciary powers a little later 
First 1 would like to discuss the release 


ind lapse of powers 


Release and Renunciation 
of Post-1942 Powers 


[he complete release of a post-1942 power 

ill occasion a gift tax, except that the 
statute, in a somewhat backhanded manner 
and supported by the committee report, 
provides that there will be no gift tax upon 
the release of a post-1942 power if it was 
released before June 1, 1951. This provision 
was inserted to avoid retroactive taxation, 


before July 1, 1951, applied to post-1942 


] 
ll 


since the previous law exempting releases 
powers as well as pre-1942 powers with 
respect to the gift tax although not with 
respect to the estate tax. (The discrepancy 
in dates appears to be an accident.) 
There is a small mystery in connection 
with this provision. It seems to me neces- 
sarily true of a post-1942 power, as well as 
f a pre-1942 power, that a partial release 
will not occasion a gift tax and will not 
prevent the subsequent imposition of a tax 
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The committee report in general supports 
at least the last half of this statement but 
goes on to state that if a post-1942 general 
power was partially released before June 
1, 1951, a subsequent exercise will not con- 
stitute a taxable gift. There appears to be 
no statutory basis for this statement. 


In addition to subjecting the release of 
a post-1942 power to gift tax, the statute 
provides that if either the exercise or release 
of a power is made in contemplation of, 
or to take effect at, death (or more specifi- 
cally, by a disposition which if it were a 
transfer of property, would make the prop- 
erty taxable under Section 811(c) or (d)), 
the property over which the power extended 
will also be subject to estate tax upon the 
death of the holder. It seems to me that 
the exercise or release during life of a testa- 
mentary power must almost necessarily take 
effect upon death and, therefore, be ineffec- 
tive in removing the property subject to 
the power from estate tax. I should think 
this would also be true of a power exer- 
cisable during life to appoint a remainder 
after the death of the holder of the power.” 


In connection with the subject of re- 
leases it should be remembered that the 
statute permits the disclaimer or renunci- 
ation of even a post-1942 power without 
tax consequences. As the committee report 
points out, a disclaimer or renunciation, as 
distinguished from a release, must be made 
within a reasonable time after learning of 
a power, presumably after learning of its 
existence and not merely of its taxability. 
The report also states that the disclaimer 
or renunciation must be “unequivocal,” 
whatever that may mean, and goes on to 
be disclaimed or 
other 
interest which the donee may have in the 
property if the disclaimer or renunciation 
This last fact 
be difficult to ascertain and perhaps 
It would be helpful 
Regulations were to provide that a 
renunciation would be pre- 
sumed to be effective in this respect in the 


say that a power may 


without disclaiming any 
] 


renounced 


is effective under local law. 
may 
impossible to prove. 
if the 
disclaimer or 


absence of pri of to the contrary. 


Lapse of Post-1942 Powers 


As I have indicated, the statute provides 
that the lapse of a post-1942 general power 
shall be considered to be a release of the 
power. If a beneficiary has an unrestricted 

22 Henderson, Executor (Nellie E. Taylor Es- 
tate) v. Rogan, 47-1 ustc 7 10,540, 159 F. (2d) 
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power to draw down principal from a trust 
during his life, the trust property will be 
taxed upon his death—assuming, again, 
that “during life” includes the moment of 
death—because his power lapsed at that 
time (although, of course, if he exercised 
the power, the exercise would not be sub- 
ject to gift tax, since a person cannot make 
a taxable gift to himself). The result would 
be the same if trustees were given the 
power to distribute principal to an income 
beneficiary for his general welfare and he 
were one of the trustees. If either power 
were limited to the withdrawal or distri- 
bution of $10,000 a year from a $100,000 
trust, the power would lapse to the extent 
of $10,000 at the end of each year. Subject 
to the operation of a statutory exception 
which I will discuss later, the result would 
be a gift tax at the end of each year on 
the value of the remainder interest in the 
$10,000 and, on the same assumption, an 
estate tax on the beneficiary’s death upon, 
roughly, the accumulation of all the $10,000 
lapses that occurred during his life, since 
the lapses would take effect, in the sense 
that an interest in property passed t 
one else, upon the beneficiary’s death. How- 
ever, in the the gift tax, if the 
beneficiary has a further unlimited power 
of invasion with the consent of a disinter- 
ested trustee, there should be no tax pay- 
able, and conceivably in other cases the 
valuation of the taxable amount may be 
subject to reduction by reason of further 
powers of invasion. 


some- 


case of 


The one statutory exception to, or limi- 
tation upon, the taxability of the lapse of 
a power exempts from tax the 
powers during any calendar year to the 
extent that the value of the property I 


lapse of 


with 
respect to which the lapse occurs does not 
exceed the greater of $5,000 or 5 per cent 
of the value of the property out of which 
the exercise could be satisfied. The estate 
tax statute specifies that for this purpose 
shall be 


lapse, which in 


the value of the property deter- 
mined at the time of the 
the case of an annual power would be the 
end of the year. The gift tax statute con- 
tains no such provision, presumably because 
the lapse in itself establishes a taxable event 
and therefore a valuation date. For estate 
tax purposes the committee 
that the taxable amount will be determined 


report states 


in accordance with valuation principles ap- 
plicable under Sections 811 (c) and (d) and 
sets forth the following as an example of 


855 (CCA-9), cert. den. 331 U. S. 843, when the 
exercise was revocable during life. 
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the application of these principles: in the 
case of the lapse of a power to draw down 
$50,000 from an $800,000 trust, $10,000 (or 
one fifth of the amount which could be 
withdrawn) is in excess of the permissible 
amount; if the value of the principal had 
decreased to $600,000 on the date of death 
(or the optional valuation date), $7,500 
would be taxed, and if it had increased to 
$1,200,000, $15,000 would be taxed. In other 
words the ratio of the excessive amount of 
permissible withdrawals to the value of the 
principal at the time of lapse, in this case, 
1/80, is applied to the value of the principal 
at the time of death to determine the tax- 
able amount. 


Since fiduciary powers can be taxable 
powers, their lapse or release will likewise 
be taxable. It follows that the resignation 
or death of a trustee who has a taxable 
power will presumably cause the lapse of 
his power and give rise to a gift tax or an 
estate tax. A question has been raised about 
whether this result would be reached if the 
trustee were removed by court proceedings 
or by action of the beneficiaries, on the 
ground that these involuntary actions should 
not occasion a gift tax. However, death is 
equally involuntary, and since it is clear 
enough that the fiduciary character of a 
power does not exempt it from tax and 
since it has been held that a court can make 
a gift in contemplation of the death of an 
incompetent,” I would have little faith in 
such an argument. 


Other Statutory Exceptions 


The three exceptions to the statutory 
definition of a general post-1942 power 
(other than the limitation upon the lapse 
of powers and the exception, applicable to 
pre-1942 powers as well, of limited powers 
of invasion) correspond, as I have said, 
to the blanket exemption of all joint pre- 
1942 powers. These exceptions are: (1) 
that a power exercisable in conjunction 
with the creator of the power is exempt 
(this provision would protect the trustee of 
an inter-wvos trust in which the creator 
reserved the right to amend the trust in any 
manner with the consent of the trustee, 
a type of trust which is sometimes useful 
to protect a spendthrift from himself if not 
from his creditors); (2) that a power ex- 
ercisable only “in conjunction with a person 
having a substantial interest in the property 





























































subject to the power which is adverse to 
the exercise of the power” in favor of the 
holder is exempt, and it is further provided 
that a person who, after the death of the 
holder would himself have a power exercis- 
able in his own favor (or in favor of his 
estate, etc.) over the same property, has 
an adverse interest; and (3) that a joint 
power exercisable in favor of the coholders 
of the power (or their estates, etc.) is tax- 
able only to the extent of a portion of the 
property subject to the power, the portion 
being the total value of the property divided 
by the number of holders of the power. 


Adverse Interests 


The last exception affords some protec- 
tion in a situation which occasionally arises 
when several children may desire to create 
a trust to pay the income to their mother 
for life, with vested remainders in them- 
selves and a joint power to amend. Each 
child’s contribution is subject to a reserved 
power and would be taxable in his estate in 
any event. However, each child also has 
a power of appointment over the shares of 
the other children which should not, and 
by virtue of this provision would not, be 
taxable. But, as the committee report points 
out, if the power is exercisable by the sur- 
vivors of the original coholders, it appears 
to be entirely exempt by virtue of the 
second exception with its footnote defining 
a surviving holder of a general power as 
having an adverse interest. This seems, 
in general, a solution to the problems of a 
trust in which the trustees have unlimited 
powers of amendment so long as there is 
more than one trustee. 

This second exception, concerning powers 
exercisable only with the holder of an 
adverse interest, is of much more general 
importance than the other two but is some- 
what difficult to apply. The committee re- 
port states that “principles developed under 
the income and gift taxes will be applicable 
in determining whether an interest is sub- 
stantial and the amount of property in which 
the adversity exists.” Unfortunately these 
principles are not as well developed as they 
might be. There are some things that are 
certainties. The committee report points 
out that a permissible appointee does not 
have an adverse interest, nor does a co- 
holder of a power,” unless the power is 





% City Bank Farmers Trust Company (Estate 
of Vail) v. McGowan, 45-1 vustc { 10,163, 323 
U. S. 594 
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** George Washington, Sr., CCH Dec. 13,021 
(M), 1 TCM 682 (1943) (income tax, cograntors 
with a common beneficial interest). 
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exercisable in his favor after the death of 
the other holder, although a power exercis- 
able alone in favor of the holder is adverse.” 
It is clear, too, that the beneficiary of one 
half of a trust does not have an adverse 
interest in the other half* and that a trus- 
tee, as such, does not have an adverse 
But there are a number of other 
situations, in some of which the adversity 
of interest, or lack of it, may not be so 
clear. Consider the following: 


- zn 
interest. 


(1) If the income beneficiary and _ the 
vested remainderman of a trust are co- 
trustees and have the power to distribute 


principal to the income beneficiary for his 


general welfare or if the income beneficiary 
has the power to draw down principal with 
the consent of the remainderman, it seems 
clear that the remainderman has a_ sub- 
stantial interest adverse to the income bene- 
ficiary. It has been so held when he had 
a contingent remainder with a power of 
appointment if he did not survive.” 


(2) If the remainderman’s interest is in 
default of appointment, the committee re- 
port states that it is adverse. 


(3) The following interests likewise seem 
substantial and adverse: 

(a) If the remainderman’s interest is con- 
tingent, but contingent only on his surviv- 
ing the life beneficiary, whether -or not his 
remainder is in default of appointment; ”™ 


(b) If the remainderman’s interest may 
or may not extend to the whole of the 


* Warren H. Corning v. Commissioner, 39-2 
ustc § 9544, 104 F. (2d) 329 (CCA-6) (income 
tax): Lillian M. Newman, CCH Dec. 13,102, 
1 TC 921 (1943) (income tax) 

*% It is not always easy to determine whether a 
beneficiary's interest extends to a whole trust. 
If income from a trust is payable to several 
beneficiaries in equal shares and a right to re- 
voke is retained in conjunction with one of 
them, the shares of the other beneficiaries may 
be revocable without disturbing the share of 
the consenting beneficiary. See G. C. M. 19113, 
1937-2 CB 151 (income tax). On the other hand 
if the power reserved is only to withdraw 
corpus, it could not be exercised without re- 
ducing the share of the consenting beneficiary 
Paul W. Litchfield, CCH Dec. 10,711, 39 BTA 
1017 (1939) (acq. 1939-2 CB 22) 

277 Reg. 111, Sec. 29.166-1. See Mary S. With- 
erbee, et al., Executors (Lispenard Stewart 
Estate) v. Commissioner, 4 ustc § 1279, 70 F. 
(2d) 696 (CCA-2, 1934), cert. den. 293 U. S. 582 
(estate tax), stating that a trustee is under no 
duty to resist the alteration or revocation of a 
trust by the settlor. 

% Newman, cited at footnote 25 

2? Robert S. Bradley, CCH Dec. 12,966, 1 TC 
566 (1943) (acq. 1943 CB 3) (income tax). In 
this case the remainder was not in default of 
appointment, but in view of the statement in 
the committee report, that fact should be imma- 
terial 
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property as, for instance, in the case of 
a remainder to the surviving descendants 
of the life beneficiary of whom the remain- 
derman is one; 


(c) If the remainderman’s interest is a 
life estate contingent upon survival.® 


(4) If the interest of the remainderman 
is contingent upon the death of a child 
without issue, it has been held to be sub- 
stantial and adverse, and the Commissioner 
has acquiesced, while if the remainderman’s 
interest is still more remote, as, for in- 
stance, if he were a collateral relative and 
his interest were contingent upon the dying 
out of an entire line of young people, he 
has been held not to have a substantial 
adverse interest.” 

So much for interests adverse to the life 
beneficiary. Are his interests in the above 
situations adverse to the position of the 
remainderman, assuming that the trustees 
have the power to distribute principal to 
the remainderman or the remainderman 


1 


has the power with the consent of the life 
beneficiary to draw down the principal’ 
It seems to me that if the life beneficiary 
is entitled to the income, his interest is 
necessarily substantial and adverse to the 
remainderman’s power over the principal.” 
I believe it should also be considered ad- 
verse if income or principal is payable to 
the life beneficiary in the discretion of the 
trustees, whether or not the life beneficiary 

3% Jane B. Shiverick, CCH Dec. 9970, 37 BTA 
454 (1938) (acq. 1938-1 CB 27) (income tax) 
In that case, if the life estate came into being 
the trustee would also have power to invade 
principal for the beneficiary’s support 

31 Remainder contingent upon the deaths of 
the holder’s mother and father and the death 
of his sister without issue held substantial and 
adverse: Bessie W, Gillette, et al., Executors 
(Leon N. Gillette Estate), CCH Dec. 15,23 
7 TC 219 (1946) (acq. 1946-2 CB 2) (gift tax). 
Remainder contingent upon death of three chil- 
dren without issue held substantial and adverse 
Commissioner v. Meyer Katz, 43-2 ustc {§ 9640 
139 F. (2d) 107 (CCA-7); contra: Morris Joselof,, 
CCH Dec. 15,573, 8 TC 213 (1947) (income tax); 
Clair R. Savage, CCH Dec. 14,210, 4 TC 286 
(1944) (income tax); Mary A. Cushing, CCH 
Dec. 10,472, 38 BTA 948 (income tax). In the 
Savage case the court assumed the Katz case 
to involve survivorship of only one minor child 
without issue and stated that it ‘‘in our opinion, 
approaches the twilight zone.’’ Variations are 
limitless. In Commissioner v. Prouty, 40-2 ustc 
§ 9734, 115 F. (2d) 331 (CCA-1) (income and gift 
taxes), a testamentary power of appointment 
coupled with a power to invade principal for 
the holder's maintenance, both contingent upon 
surviving the grantor and with no interest in 
income, was held substantial and adverse. 

3% Frederick E. Camp, CCH Dec. 17,871, 15 TC 
412 (1950) (on appeal by taxpayer) (gift tax). 
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is one of them and whether or not there 
is an ascertainable standard.” 

I would like to emphasize that this is 
in large part a field of speculation, and I 
am not sure where lines will finally be 
drawn and would hesitate to rely too much 
upon my own conclusions. Specific regu- 
lations on the subject would be most help- 
ful. Also, it should be remembered that 
in all of 
adverse interest gives protection, it is only 


1 


these situations, even assuming an 


good so long as the holder of it is living. 


‘Reverse Powers” 


So much for adverse interest. I would 
now like to consider what is, in a sense, the 
converse of the adverse-interest problem— 
the problem of what has been called a 
“reverse power” or a power to benefit the 
holder by not exercising the power in favor 
§ another person. Consider three cases: 

(1) Suppose that the vested remainder- 
man of a trust is a trustee and has the 
power to distribute principal to the income 
beneficiary. 








(2) Suppose the income beneficiary is a 
trustee and has the power to distribute 
principal to the remainderman. 

(3) Suppose the remainderman is a trus- 
tee and has the power to accumulate income 
yr distribute it to the income beneficiary. 

In the first two cases the trustee has the 
power to benefit himself by not distribut- 
ing principal. There has been a good deal 
of speculation about whether reverse powers 


such as these are powers of appointment at 





Bradley, cited at footnote 29. In Fulham 
v, Commissioner, 40-1 ustc 7 9378, 110 F. (2d) 
916 (CCA-1) (income tax), a trust was created 
to accumulate income for ultimate distribution 
to the grantor’s children but with a power in 
the trustee, with no governing standards, to 
distribute income to the grantor’s wife who 
was held not to have a substantial adverse 
interest; and in Commissioner v, Prouty, cited 
at footnote 31, a power in the grantor, as 
trustee of a similar trust, to distribute income 
to her husband for his support was held not to 
create a substantial adverse interest in the 
husband when circumstances made it unlikely 
that the power would be exercised. The Fulham 
case was distinguished in the Bradley opinion 
on the ground that the wife was not the pri- 
mary beneficiary. 

"Turk, ‘‘New Rules on Powers of Appoint- 
ment,”’ 90 Trusts and Estates 428, 430, 484 
(July, 1951): 

“This was doubtless inserted to allay a con- 
cern which the Treasury has sometimes ex- 
pressed on this point, because of certain court 
decisions under the pre-1942 law, notably the 
Walston case (168 F. (2d) 211). The statement 
is intended to cover the situation where the 
exercise by the donee of a non-general power 
results in the transfer of an interest which the 
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all. It seems to me that they are not. It 
seems to me that the beneficiaries in ques- 
tion have property interests, of which they 
have a right to dispose as they would have 
of any other property interest, and their 
interests should be taxed as such and not as 
powers of appointment. The concept of a 
power of appointment should be confined to 
a power of disposition over principal or 
income in which the holder does not other- 
wise have a taxable interest. 

The distinction is important, because if 
a tax were imposed as if the beneficiary 
had a power of appointment, the entire 
property might be subject to tax. On the 
other hand, if the tax were imposed as if 
he had an interest in property, only a por- 
tion of the property, determined in accord- 
ance with recognized rules of valuation, 
would be subject to tax, and if the interest 
were not susceptible of valuation according 
to recognized actuarial principles, no tax 
would be due. The committee report spe- 
cifically states that the Powers of Appoint- 
ment Act is not intended to limit the scope 
of other subdivisions of the Code such 
as Sections 811 (a), (c) and (d). Mr. 
Richard J. Turk, Jr., of the New York 
bar, who is Chairman of the American Bar 
Association Committee on Powers of Ap- 
pointment and who participated in the draft- 
ing of the statute, writes that this statement 
was included in the committee report be- 
cause of concern over the taxation of pre- 
cisely this kind of interest, citing as an 
example the power of an income beneficiary 
to cause principal to be distributed to re- 
maindermen.”™ 
donee had in the property before he exercised 
the power. The question whether the transfer 
of that interest is taxable will be determined 
according to the same rules which would apply 
to the transfer of any other property owned 
by him. 

“An example: A is income beneficiary of a 
trust for his life and has the power at any time 
during his life to appoint the principal of the 
trust fund outright to his children (but not to 
himself). He exercises the power during his 
lifetime. The exercise of the power, as such, 
will not be taxable, but the transfer, or sur- 
render, to his children of the right which he 
previously had to receive the income of the 
trust during the remainder of his life will be 
a taxable gift. 

“Other cases may be readily imagined where 
the exercise of a non-taxable power incidentally 
involves the surrender of an interest which is 
much more remote and contingent. It is under- 
stood that in such cases the same principle 
would apply as in other gift tax situations, 
viz., if the interest transferred is so remote and 
uncertain as not to be susceptible of valuation, 
it will be disregarded.”’ 


See E. T. 23, 1950-1 CB 133, imposing just 
such a tax. 
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In the case of the vested remainderman 
with a power to distribute principal to an 
income beneficiary, if he exercises the 
power, he should be subject to a gift tax 
upon the value of his remainder interest 
in the distributed property, and if he should 
die, the vested remainder should be taxed in 
his estate at its actuarial value without 


regard to the power. If his interest is 
contingent and is dependent upon surviv- 
ing the income beneficiary, it should be ac- 
tuarially valued in a similar manner for 


gift tax purposes, but if he dies before the 
falls in, so that he in fact has 

I t time of 
payable. 
appoint- 
even if 
he power 








rwise not 





at > 28, F066 
ds ut of issue, 
red to e no taxable 





the death of the income 
either cift or estate tax 
if his power is limited 


e 11 : 
entorceabie in a 





relating to the needs 
whether or not in the 
he should be considered 
interest, unless, perhaps, 


exercise of the power are 





so remote that they should be disregarded.” 


tt 


‘tt matter, in this connection, 


> 
— 
< = 
f 


he power in question is worded— 


whether, for instance, a trustee is in terms 





lary power to distribute 
principal or whether he is directed to make 
distribution but then given a discretionary 


power to withhold the distribution. 


Now, turning to the income beneficiary, 
it seems to me that his power to distribute 
principal to the remainderman is again a 
{ interest. If he makes a distribu- 
ion, he should pay a gift tax upon the value 


of his life interest in the principal dis- 





l Upon his death no estate tax 


His position is, in fact, 








same as that of the life beneficiary of 

a nonspendthrift trust. Such a beneficiary 
is free to give his life estate to the remain- 
mS Robinette 1 Helvering, 43-1 vustc 


"10.014, 318 U. S. 184; informal ruling dated 

October 4, 1944, cited at CCH Federal Estate 
and Gift Tax Reports {7 1600.33 

* The situation seems to be th 

¢ 


which aris 


e reverse of that 
mining the deductibility 
of a charit ler subject to a power 
of inv: ym, for example, Merchants National 
Bank of Boston (O. M. Field Estate) v. Com- 

7 10.075. 320 U. S. 256: 
Ithaca Trust Company (E. C. Stewart Estate) 











missioner, 43-5 UST 
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derman or to anyone else, at any time, and 
would be subject to a gift tax upon doing 
so, but no part of the property would be 
taxable in his estate upon his death. 


The power in the remainderman to dis- 
tribute income to the life beneficiary or 
accumulate it is somewhat different, and 
it seems to me may properly be classifiable 
as a power of appointment if he has a 
taxable interest in the property. But if his 
interest is not susceptible of valuation, for 
reasons just discussed, or if his power 1s 
limited by an ascertainable standard, I do 
not believe he should be considered to have 
a power of appointment, because | 


to Denenht Irom 


us right 
n his power is governed by 
circumstances beyond his control. 





Again, these conclusions sh 1 be r 
garded as tentative. Regulations covering 
these subjects would be most helpful. |] 

i that if my ht S ar 
that an indivi has at 





to the exercise of a power 


by another does not mean that he himself 
necessarily has a taxable interest. This 


should not mean that the conclusions are 
incorrect, because as one court has pointed 
out, “a substantial chance of coming into 
a good thing may constitute a ‘substantial 
adverse interest’,”™ but, nevertheless, the 
chance is not subject to an estate tax if 
the chance-holder does not in fact come 


into the good thing. 


Exercise of Post-1942 Powers 
of Appointment 


Finally, I want briefly to discuss the 
problem of a “power on a power,” the 
exercise of an exempt post-1942 power of 
appointment by creating another power. 
The statute provides that if such a power 
is exercised by creating another power 
which under local law “can be validly 
exercised so as to postpone the vesting 
of any estate or interest in the property 
which was subject to the first power, or 
suspend the absolute ownership or power 
of alienation of such property, for a period 
ascertainable without regard to the date 


v. U. S., 1 ustc 1 386, 279 U. S. 151 (1929). Cases 
involving possible invasion for the benefit of a 
transferor, for example, Bankers Trust Com- 
pany, Administrator (E. A. Sanders Estate) v 
Higgins, 47-1 ustc 910,533, 158 F. (2d) %17 
(CCA-2), Commissioner v. Irving Trust Com- 
pany (H. M. Beugler Estate), 45-1 ustc {§ 10,182, 
147 F (2d) 946 (CCA-2), should have no 
application 

7 Commissioner Vv. 
31, p. 336. 








Prouty, cited at footnote 
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of the creation of the first power,” the ex- 
ercise Will be taxable. The committee re- 
port states that this provision was included, 
because in at least one state a succession 
of powers of appointment could be created 
or exercised over an indefinite period with- 
out violating the rule against perpetuities. 
That state is presumably Delaware, which 


t 


has enacted such a rule by statute.* There 


is some indication in the Wisconsin cases 
that a similar rule may pertain there.® 
In most states, including Illinois, this pro- 
vision of the statute should create no prob- 
lem, since in general it was well established 
at common law that the period of the rule 


against perpetuities dated from the creation 
of any power except a general power exer- 


cisable by deed.” 





The statutory language is somewhat un- 
satisfactory. It is in the disjunctive, re- 
ferring as it does to the vesting of an 
interest or to the suspension of ownership 


or the power of alienation. I suppose that 
in common-law states it is possible 





to post- 

pone absolute ownership and the power of 

alienation beyond the period of the rule 

if ve sting is not postp oned, I believe, 

however, that the alternative language in 

the statute was intended to apply to states 
> 1 


which by statute have substituted a rule 


1 





concerning the suspension of alienation for 
the common-law rule of vesting, and that 
this language should have no application to 
common-law jurisdictions. The committee 
report refers only suspension of 


1 





Before leaving the Powers of \ppoint- 
it should be pointed out that the 
retroactive to October 4 1942, 
conceivably give rise to refund 
eady paid, although the statute 
ions is not tolled and closing 


are not reopened by the act. 


MISCELLANEOUS PROBLEMS 
Reserved Powers 


It should not be forgotten that in con- 
sidering powers of appointment for estate 
tax purposes, it is assumed that the power 
came from someone else and not from the 





holder of the power. A power which the 
creator of a trust may have reserved to 
himself is regarded as a retained string 
on property which he unsuccessfully tried 
to give away. The property subject to the 
power will be ane in his estate even 
though the power is a limited one, even 
though it is only a discretionary power, as 
trustee, over distributions of principal or 
income and even though it is exercisable 
only in conjunction with a person having an 
adverse interest. 


Income Taxes 


It should be pointed out that powers can 
have income as well as estate and gift tax 
consequences.” An individual who has the 
power to direct that income be paid to 
himself may find himself taxable on the 
income whether or not he receives it if the 
power is exercisable by him alone or per- 
haps in conjunction with another person 
in a reciprocal situation 

In connection with reserved powers, if 
a life estate is given away and a power of 
appointment is retained over the remainder, 
for instance, any accumulated income and 
capital gains would probably remain taxable 
to the donor. If property is transferred 


to disinterested trustees 





power to dis- 








tribute income to the his 
benefit, the income wot to 
him, and if the power extended principal, 
so would the capital gains, even 1 thoug 1 the 
grantor ied no powers in F at all. 
For ‘income tax purposes a ower 


is fatal if it is exercisable by the grantor 
alone or in conjunction with a person with- 
out an adverse interest or by the latter 
alone. For estate tax purposes, such a 
power is dangerous if it is exercisable by 
the grantor alone or in conjunction with 
any person with or without an adverse 
interest. 

If a general power is exercised by will, 
the property subject to the power acquires 
a new basis for income tax purposes at the 
death of the holder of the power.“ This 
may or may not be desirable depending 
upon whether the value at the time is higher 
than the original cost. In the case of a 
special power, whether or not it is exercised, 
and in the case of a general power that is 
not exercised or is exercised other than 








bed 8 Delaw are Laws (1933), ¢ ch. 198. 

®See Miller v. Douglass, 192 Wis. 486, 213 
N. W. 320 (1927), concerning a general testa- 
mentary power. 

“Simes, work cited, footnote 5, Sec. 537; 
Carey and Schuyler, work cited, footnote 11; 
Northern Trust Company v. Porter, cited at 
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a 6; Thorne v. Continental Illinois Bank 
and Trust Company, 305 Ill. App. 222 (1st Dist., 
1940). 

*1 Work cited, footnote 16, p. 


*#2In general see Code Secs. = and 167 and 
Regs. 111, Sec. 29.22 (a)-21. 


*3 Code Sec. 113 (a) (5). 
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by will, the property subject to the power 
retains its old cost basis. There is, how- 
ever, one exception to this rule—in the 
case of a revocable trust (and this probably. 
means one that is revocable by the grantor 
alone without the consent of any other per- 
son being required), if all of the income 
is payable to the grantor the trust prop- 
erty will acquire a new basis upon his 
death regardless of whether he has or 


exercises a power of appointment. 


State Inheritance Taxes 


It should be pointed out that state in- 
heritance taxes should also be considered 
in connection with powers of appointment, 
and they vary from state to state.“ Under 
Illinois law, if a power of appointment is 
property subject to 


it would pass to 


created by will, the 
the power is taxed as if 


the remain 


lermen in default of appoint- 
ment. When the holder of the power dies, 
there is no tax if he does not exercise 


the power, but there is a tax if he does 
For this reason it is a good 
idea carefully to spell out remainders in 
default of appointment that dispose of the 
property subject to the power in the way 
the holder of the power would probably 


exercise it. 








prefer, so that in the absence of changed 
circumstances the power need not be 
exercised. 


The marital-deduction law has had a 
curious effect upon Illinois inheritance 
taxes. Because the net estate of the first 


spouse to die is reduced for federal estate 
tax purposes, the credit for state inherit- 
ance taxes against the federal estate tax 
and the deduction for federal estate taxes 
from the Illinois tax are both reduced, with 
the result that the Illinois tax far exceeds 
the credit. On the other hand, in the second 
estate, if there is a trust with a power of 
appointment which is not exercised, the 
trust is subject to federal tax but not to 
Illinois inheritance tax, and the credit far 
exceeds the Illinois inheritance tax, without 
consideration, of course, of the Illinois 
estate tax. Theoretically, it should be pos- 
sible to provide a charitable remainder jn 
the marital-deduction which would 
presumably be nontaxable and _ then to 
exercise the power of appointment in favor 
of the intended beneficiaries. The dangers 
of something going wrong are such, how- 
ever, and the disaster would be so great 
if something did go wrong, that such a 
course is not generally to be recommended 


[The End] 
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Insurance, Taxes and Estate Planning 


By J. NELSON YOUNG, Associate Professor 
College of Law, University of Illinois 


and inspires a continual search 


il 

ies of tax saving and tax avoid- 
ance Life insurance is one avenue which, 
care, will provide its 
reward. But it is by no means a smoothly 


paved boulevard to tax utopia. 


| = of escaping the inevitable springs 
etern< 
for ivenue 


if traversed with 


Income Tax Considerations 


If the taxpayer is seeking advantageous 
income tax deductions, he is doomed to 
**See CCH Inheritance Estate and Gift Tax 


Reports, ‘‘All-State Treatise’’ Division, { 1540- 
1540F for a general discussion 
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lisillusionment. Life insurance 
generally fall in the category of personal 
living expenses or relate to insurance of 
which the taxpayer is directly or indirectly 
Code provisions ex- 


preniuums 


a beneficiary. The 
pressly bar a deduction of premiums in both 
Nor is this result altered by the 
clearly related 
ase, 


instances.” 
fact that the insurance is 
to a business activity.2. In a recent c 
a partnership agreement required each p 
ner to carry insurance upon his own 
irrevocably payable to the other, but to 


art 
life 


Note: Footnotes 1 and 2 appear on following 
page. 
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revert to the insured in the event he should 
survive. ‘The proceeds were to be applied 
upon the purchase price of the deceased 
partner’s interest. One of the partners in- 
cluded his premium payments as a business 
expense in determining a net operating loss 
deduction. The Tax Court denied the de- 
duction of the premiums on the ground 
that, by reason of the retained reversionary 
interest, the taxpayer was a 
under the policy within the meaning of 
Section 24 (a) (4).2 A similar result had 
been reached in an earlier case where no 
reversionary interest was retained by the 
partners in their respective policies. 


beneficiary 


But a deduction of insurance premiums is 
not entirely barred. A taxpayer, having 
philanthropic interests, can qualify his an- 
nual premium payments as charitable con- 
tributions by designating a 
His contribution 
will include not only the current premium 


irrevocably 


rity as beneficiary.° 





payments but also the replacement value of 
Fur- 
thermore the premium payments and insur- 
proceeds will escape the toll of gift 


and estate taxes.’ 


the policy on the designation date.® 


ance 


The principal income tax advantage of 
life insurance lies in the fact that by utiliza- 
tion of the installment settlement options, 
one can provide tax-free income for the 
beneficiary. These payments, although in 
form annuities, are wholly exempt whether 
the owner of the policy or 


selects the option.’ This 
however, 


the beneficiary 


tax Sav- 
where the 


income 


ing is not 


available, 


1Internal Revenue Code Secs. 24(a)(1) and 
24(a)(4). The prohibition upon the deduction 
of premium payments is correlative to Sec. 
22(b)(1), which exempts the proceeds payable 
at death. 

?Key-man insurance carried by a corporation 
for its own benefit is the typical illustration of 


insurance relating to business activity. But 
premiums thereon are not deductible, being 


either expenditures of a capital nature or within 
the proscription of Sec. 24(a)(4). Merrimac 
Hat Corporation, CCH Dec. 8347, 29 BTA 690 
(1934). 

3 Ernest J. Keefe, CCH Dec. 18,006, 15 TC 947 
(1950). 

4 Joseph 
868 (1930). 

5Code Sec. 23(0); Eppa 
Dec. 13,054, 1 TC 821 (1943). 

‘The gift tax rule of valuation, that is, re- 
Placement value rather than cash surrender 
value, should be applicable to charitable con- 
tributions of insurance policies. Cf. Guggen- 
heim v. Rasquin, 41-1 ustc § 10,013, 312 U. S. 
254 (1941); Ryerson v. U. S., 41-1 ustc J 10,014, 
312 U. S. 260 (1941). In an earlier case, how- 
ever, cash surrender value was held applicable. 
Ernst R. Behrend, CCH Dec. 7084, 23 BTA 1037 
(1931). 


Nussbaum, CCH Dec. 6029, 19 BTA 


Hunton, IV, CCH 
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proceeds are held by the insurance com- 
pany under an agreement to pay interest 
thereon.” Similarly, installments, although 
described as “annuity” payments, will be 
taxable as interest if none of the principal 
is included in the payments but is left intact 
for remaindermen.” It should be observed 
that the advantageous installment options 
can be utilized and still qualify the proceeds 
for the marital deduction under the federal 
estate tax.” 


Applicability of Federal Estate Tax 


Under Section 811 


proceeds are 


insurance 
includible in the insured’s 
estate (1) if receivable by the ex- 
ecutor, (2) if the insured paid the premiums 


(gz), life 


gross 


¢ directly or indirectly or (3) if the decedent 


at his death possessed any incident of 
ownership therein other than a reversionary 
interest. Conversely, to assure exclusion 
of the proceeds from the insured’s estate,” 
the insurance should be wholly owned by 
another family member, the premiums 
should be paid by the family member from 
his own separate funds and the proceeds 
should not be payable to or on behalf of 
the insured’s estate.™ 


Policies Owned by Insured’s Family 


Indirect Premium Payments.—Insurance 
carried upon the life of the insured by other 
family members is an important item in es- 
tate planning.* But there are potential tax 


7 Inter-vivos and testamentary charitable gifts 
are not subject to estate or gift taxes. Code 
Secs. 812(d) and 1004(a) (2). 

§ Code Sec. 22(b)(1). 

® Law v. Rothensies, 46-1 ustc {§ 9224, 155 F. 
(2d) 13 (CCA-3, 1946); Commissioner v. Pierce, 
45-1 ustc { 9123, 146 F. (2d) 388 (CCA-2, 1944). 

10 Code Sec. 22(b) (1). 

1 U. S. v. Heilbroner, 38-2 ustc 9610, 100 F. 
(2d) 379 (CCA-2, 1938). 

12 Code Sec. 812(e)(1)(G). 

13The insured cannot exclude the insurance 
proceeds from his taxable estate by carrying 
the insurance through another legal entity such 
as a corporation or trust. ‘‘A decedent simi- 
larly pays the premiums or other consideration 
if payment is made by a corporation which 
is his alter ego or by a trust whose income is 
taxable to him, as, for example, a funded in- 








gurance trust.’’ Regs. 105, Sec. 81.27(a); S. 
Rept. No. 1631, 77th Cong., 2nd Sess. (1942), 


1942-2 CB 677. 

4% As will be noted later, life insurance is 
governed not only by Sec. 811(g) but also by 
Sec. 811(c). The suggested procedure will avoid 
inclusion of the proceeds under either section. 

1 This discussion assumes the existence of an 
insurable interest where another family mem- 
ber acquires the insurance. 
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difficulties. In the first place the parties 
must avoid indirect payment of premiums 
by the insured. This is illustrated in the 
Regulations by the following example: “If 
the decedent transfers funds to his wife so 
that she may purchase insurance on his life, 
and she purchases such insurance, the pay- 
ments are considered to have been made 
by the decedent even though they are not 
directly traceable to the precise funds trans- 


ferred by the decedent.” ” 


Since the Revenue Act of 1942 there have 
been two cases involving the problem of 
indirect premium payments with respect to 
insurance owned by another family mem- 
ber. In one case™ the premiums upon 
policies owned by the wife were paid by 
the wife by check drawn upon a joint bank 
with her husband. Both the hus- 
| to the account, 


le depgsit 


account 





, 
band and wife ma 


but the principal deposits represented the 
husband’s salary and bonus checks. It was 


id paid the premiums 





held that the husband 
indirectly except to the extent that the pay- 
ments were traceable to deposits made by 
the wife from her separate funds One 
transaction in this case deserves particular 
i husband made a 


emphasis In 1943, the 








gitt o1 to his wife for the purchase 
f a fur coat \iter holding the funds two 
ars, she changed her mind, deposited 
em in tl nt bank account and later 
applied the funds in part to the payment 
f the life insurance premiums. To this 
extent it was held that the husband had 
not paid the premiums indirectly since the 


gift of these funds had not been made for 
the purpose of enabling the wife to pay 


future insurance premiums 


In the other case™ the husband trans- 
ferred insurance policies by gift to his wife 
} le premiums 


Revenue Act 


in 1938, but continued to pay t 
thereon until adoption of the 


f 1942. Shortly thereafter he transferred 
certain properties to his wife. The income 
ther 1 avas deposited to her separate 


bank account and subsequent premium pay- 
Prior 


to receipt of the husband’s gift, the wife 


ments were made from this account. 


held no separate property or income with 
i In the 


absence of ¢ ntrarv e\ idence, the court con- 


which to make premium payments. 





cluded tl transfer was made for the 

1 Regs. 105, Sec. 81.27(a) (1942). 

1 Estate of Albert Dudley Saunders, CCH 
Dec. 17,569, 14 TC 534 (1950). 

8 Estate of E. A. Showers, CCH Dec. 17,651, 
14 TC 902 (1950). 

1% A gift is made by the depositor of funds 
to a joint bank account when another party 
holding a joint interest therein withdraws those 
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purpose of providing the wife with funds 
for the payment of premiums. 





lo preclude any question as to indirect 
premium payments, a family member should 
scrupulously avoid premium payments from 
a joint bank account with the insured. In 


id 
l 


addition, this will obviate any question as 
1 


} 
tL 


to a taxable gift of premium funds by the 
insured to the owner of the policy.” The 
insured should also avoid the transfer of 
property to the family member under cir- 
cumstances which might be construed to 
be for the purpose of providing fu 
the payment of premiums It should be 
observed that the 
does not rest upon tracing the 
funds to the insured. 


ls for 


indirect premium test 


source of 
Rather it turns en- 
tirely upon the purpese or motive under- 


e lying the transfer of the property by the 


This is to be con- 


insured to the donee. 





isted with the test applicable with respect 
to jointly held property where tracing is all 
important and motive is apparently irrelevant. 











In the Satnders*® case, for ex 
the wife had used the fur c n 
purchase property in joint tena 
property so held would have beer 
in the husband’s estate it his deat 
sp tive of the actua 1 ) e for tl 
\ C t joint tenancy case l ) Col 
ssioner,” suggests another interesting 
comparison. Assume a gift of income- 
producing property by the husband to the 
wife. If the wife immediately applies the 
income from the property to the purchase 
of life insurance upon the husband’s life, the 


husband will be deemed to have paid the 
premiums indirectly and the proceeds will 
be includible in his gross estate O1 
other hand, if the wife applies the 1 





to the purchase of property to be 
jointly with the husband hat property 
will not be included in the husband's estate 
under Section 811 (e). The income from 
the gift applied to the purchase of jointly 
held property will not be considered as 


having been “received or acquired” from 
the decedent, but will be treated as the 
separate property of the donee.* By this 
rule, jointly held property must be strictly 


to the corpus of the donor’s gift. 





vhere motive is present, insurance 

funds for his own benefit. Regs. 
86.2(a)(4) (1943). 

20 See footnote 17. 

21 Dimock v. Corwin, 39-1 ustc J 9336, 306 U. S 
363 (1939). 

2250-2 ustc { 10,787, 185 F. (2d) 463 (CCA-7, 
1950). 

23 Footnote 22, at p. 467. 
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proceeds will be includible under the in- 
direct premium test whether gift corpus or 
income therefrom is applied to the pay- 
ment of premiums. 


Designation of Beneficiary.—An estate tax 

















saving will be lost, of course, if the pro- 
-eeds are made payable to the insured’s 
estate or are to be applied to the payment 
of debts, taxes or charges of the insured’s 
estate.” On the other hand, the proceeds 
may be used by the named _ beneficiary 
to purchase assets from the insured’s es- 
tate without adversely affecting estate tax 
1; 
Where the owner has designated a third 
family member as beneficiary, an unsuspect- 
g but costly gift tax hovers over the 
proceeds. Consider the situation where a 
if kes out a policy upon the life of her 
reserving the power to change the 
bene 1 Her son is designated as bene- 
f ce the son’s interest is wholly 
rd rey ble at the will of his 
tl the gift is incomplete for gift tax 
uurposes. But upon the father’s death, the 
son’s interest will vest and a taxable gift 
ill be consummated at that time measured 
by the total proceeds.® 
This suggests that where one spouse 
wishes to provide ins ice upon the other 
immediately vest the property incidence 
in a child it would be preferable for the 
child to own the policy and for the parent 


to provide the child with premium funds 


by annual cash gifts. Assuming the exist- 
ence of a present interest, these gifts would 
qualif or the $3,000 annual exclusion.™ 
If the parents elected to split the gifts, up 
to $6,000 could be transferred annually to 








































Gifts of Insurance and the Annual Ex- 
clusion.—Gifts of insurance policies and 
premium payments thereon present some 
difficult, if not unanswered, questions as to 
whether the gift is one of a present interest 
which qualifies for the annual exclusion. 
Where the gift is to an adult who imme- 
diately acquires the right to borrow upon 
the policy or to surrender it for the cash 
surrender value, the gift qualifies for th« 
annual exclusion.” But if the present bene- 
fits are withheld, for example, where the 
policy is transferred on trust with the 
proceeds to be collected and invested and 
the income therefrom distributed to named 
beneficiaries, there is a gift of a future 
interest.” If the original gift of the policy 
was one of a future interest, and the bene- 
ficiary’s interest has not changed, the pre- 








miums subsequently paid by the donor have 
been held to fall in the same category.” 


Another question arisés where the policy 
1as no cash surrender value. Will the gift 
7 f premiums 
thereon be classified as a gift of a future 
interest? In one case the Tax Court took 


the position that the absence of a cash sur- 


render value rendered the gift one of a 


future interest irrespective of the fact that 
1 incidents of ownership were presently 


° 3 
vested in the donee.” 


al 
But in a later case, 
the court suggested a contrary result with- 
out actually ruling on the point.” If the 
donee presently holds all the incidents of 
ownership and has all the economic bene- 
fits which are inherent in the property, it 
is submitted that he has a present interest 
therein. The distinction should turn on 
whether any present economic interests in 
the property itself have been withheld.” 
If the existence of a cash surrender value 
is deemed prerequisite, it would follow that 
the annual exclusion should apply only to 
the surrender value of gift policies and the 
cash value added by gift premium payments.” 

Gifts of insurance policies and premiums 
to minors also present a question as to 
availability of the annual exclusion. But 








a child free of gift tax for the purpose of 
financing insurance upon the life of the 
other spouse.” Consent of the insured 
spouse to split the gifts would not serve 
to br the indirect premium test into 
operation where the gifts were actually 
made from the separate property of the 
other spouse 
4 Re; ;. 105, See 81 26 (1942) ‘s 


% Adele F. Goodman, CCH Dec. 14,172, 4 TC 

191, aff'd 46-1 ust f 10,275, 156 F. (2d) 218 

(CCA-2, 1946) 
Code Se 1003 (b)(3) 

7 Code Sec. 1000(f). 

But where there was a gift to a wife who, 
by reason of local community-property law, 
could neither borrow upon nor surrender the 
policy for cash, the gift was held to be a gift 
of a future interest Joe J. Perkins, CCH Dec. 
13,118, 1 TC 982 (1943) 

* Commissioner v. Boeing, 41-2 ustc § 10,104, 
123 F. (2d) 86 (CCA-9, 1941). 
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% Frances P. Bolton, CCH Dec. 13,015, 1 TC 
717 (1943). 

% Nashville Trust Company, CCH Dec. 
13,588(M), 2 TCM 992 (1943). (Donees in this 
case were minor children. The policies had no 
loan or surrender value until after.the pay- 
ment of three years’ premiums.) 

82 Arthur A. Frank, CCH Dec. 14,227(M), 3 
TCM 1180 (1944). 

33 Paul, Federal Estate and Gift Tazation, 
Sec. 15.11, pp. 977-978 (1942). 

34 See footnote 33. 
















the problem is not unique with respect to 
life insurance. It is present in all gifts to 
minors. The basic problem is whether a 
minor can be said to have the present use, 
possession or enjoyment of the property 
when he is legally incapable of dealing with 
There is some au- 
thority to support the conclusion that a 
gift through a guardian will qualify as a 
gift of a present interest.” The recent 
Kieckhefer™ case supports the proposition 


that which he owns.® 


that a gift to a minor should be considered 
the gift of a present interest if the same 
gift to an adult would have qualified as 
h. But the Tax Court has declined to 
follow th At this point, it 
can only be observed that the status of gifts 


suc 


S suggestion. 


to minors with respect to the application 
of the annual exclusion is much unsettled 
and that corrective legislation may be re- 
quired to avoid discrimination against these 


gilts. 


Disposition of Policy upon Death of 
Owner.—A_ family 


ance upon another should anticipate the pos- 


member carrying insur- 
sibility of predeceasing the insured and 
should avoid transferring ownership of the 
policy to the insured. Two alternatives 
ire available. The owner might bequeath 


the policy to one, other than the insured, 
who is financially able to continue the annual 
premium payments. The other alternative 
s to « ite an mter-vivos or testamentary 
funded insurance trust to hold and maintain 
the policies until the death of the insured. 
Che proceeds could be retained on trust 


of assets of the 
insured’s estate to be added to the trust 


or applied to the purchase 


By creating successive life interests 


corpus. 


under this trust, further estate taxation 


‘ould be avoided through several generations. 


\ policy held upon the life of another 


o rt 
will be includible in the owner’s gross es- 
tate at his death. Although the Bureau has 
taken a contrary position by informal rul- 


% For a comprehensive discussion of the prob- 
lem, see Fleming, ‘‘Gifts for the Benefit of 
Minors,’’ 49 Michigan Law Review 529 (1951). 

% Strekalovsky v. Delaney, 48-1 ustc J 10,624, 
78 F. Supp. 556 (D. C. Mass., 1948). 

8% Kieckhefer v. Commissioner, 51-1 ustc 
7 10,812, 189 F. (2d) 118 (CA-7, 1951), rev’g CCH 
Dec, 17,794, 15 TC 111 (1950). 

3 Arthur C. Stifel, Jr., CCH Dec. 18,575, 17 
TC —, No. 71 (1951). 

3% ‘Tax Notes,’’ 37 American Bar Association 
Journal 78 (1951). 

* Deputy Commissioner’s telegraphic ruling, 
July 22, 1948; CCH Federal Estate and Gift 
Tax Reporter { 1207.50. 
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ing,” it would seem that the cash surrender 
value rather than replacement cost should 
govern for estate tax purposes.” 


Policies Transferred to the Insured— 
Substantial tax costs will be incurred if a 
family member confers upon the insured 
any incident of ownership in the policy 
other than a reversionary interest.  Inci- 
dents of ownership include the power to 
change the beneficiary, to pledge the policy 
to secure a loan, to borrow upon the policy, 
and to surrender the policy for its cash 
surrender value.” An incident of owner- 


ship (exclusive of a reversionary interest) 


held by the insured at death, whether 
exercisable alone or in conjunction with 
any other person, will bring the proceeds 
into his gross estate.® 


A transfer of complete ownership by 





to the insured presents further compli 
Consider the situation wher wife 


ls purchases 


tions. 
with her separate fun 
paid-up policy upon the life of her husband 
and assigns the policy to him by gift. There 
is a taxable gift measured by the replace- 
ment cost of the policy at the date of t 


gift.* But being a gift to a spouse, it will 





qualify for the marital deduction and only 
one half the value will be taxable. If the 
husband continues to hold the policy, how- 
ever, the proceeds will be it le is 
taxable gross estate. The husband, re- 
fore, transfers the policy by gift to his s 

to escape the estate tax. Again there is a 


but, with the wife’s consent 
the gift may be reported as a joint gift, 
| | 








taxable one half to each. 

At this point it will be agreed that the 
insurance proceeds are not includibl 
the husband’s gross estate under ¢ 1 e 
ownership or premium tests of Section 
811 (¢). But life insurance is not verned 
exclusively by Section 811 (g),” and the 


transfer may be caught in the trap of Sec- 
tion 811 (c) as a transfer in contemplation 

“Value at the date of death under Sec 
811(a) means fair market value of the property 
as an asset of the estate. For this reason cash 
surrender value more nearly squares with the 
statutory standard. See Regs. 105, Sec. 81.10(a) 
(1942). 

#2 Regs. 105, Sec. 81.27(c) (1942) 

43 Code Sec. 811(g) (2). 

4% Guggenheim v. Rasquin, footnote 6 

45 Regs. 105, Sec. 81.25 (1942); H. Rept. No. 
2333, 77th Cong., 1st Sess. (1942), 1942-2 CB 
491: S. Rept. No. 1631, 77th Cong., 2nd Sess 
(1942), 1942-2 CB 677. 
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of death.® Under the Code as recently 
amended, however, the contemplation of 
death provisions will not apply if the in- 
sured survives the transfer by three years.“ 
If the insured’s death should fall within 
the three-year period, however, and the 
transfer of the paid-up policy is held a gift 
in contemplation of death, the entire pro- 
ceeds would be includible in the insured’s 
estate. But if the policy were an annual 
premium policy and no premiums were paid 
by the insured, the proceeds would be in- 
cludible only in the ratio which the pre- 
miums paid as of the date of the transfer 
bear to the total premiums paid upon the 
policy. 

In the foregoing illustration, if the hus- 
band retained until death a reversionary 
interest in the policy transferred to his 
son, the gift would be considered one in- 
tended to take effect at or after death 
within Section 811 (c).“ The proceeds 
would be allocable to his estate in like 
manner as if the gift were in contemplation 
of death.” 

The family member might, of course, 
transfer the policy to the insured for value. 
If the full replacement value were paid, 
there would be no gift tax: From the 
insured’s standpoint, the transaction, for 
both estate and income™ tax purposes, 
would fall in the same light as if the policy 
had been acquired directly from an insur- 
ance company. 


Policies Owned by the Insured 


Gift of Policies by the Insured.—A few 
points should be noted with respect to in- 
surance originally acquired and paid for by 


the insured. If he retains ownership of 
the policy until death, the entire proceeds 
will be included in his gross estate. If, on 
the other hand, he transfers the policy by 
inter-vivos gift to a family member who 
assumes the payment of future premiums, 
the proceeds includible in the insured’s es- 
tate will be reduced in the ratio which the 
donee’s payments bear to the total pre- 
miums paid. Thus a gift may be advan- 
tageous where the policy will not be fully 
paid up for a number of years. 


A gift tax will be applicable measured by 
replacement value of the policy on the date 
of transfer.” In the case of an annual 
premium policy, any subsequent premium 
payments by the insured would also con- 
stitute taxable gifts.’ The annual exclu- 
sion would apply where the donee acquired 
a present interest. Depending upon the 
marital status of the donor and the relation- 
ship of the donee, the marital deduction or 
split-gift provisions would also be available. 


One observation is warranted with re- 
spect to gifts by the insured of fully paid-up 
policies, the entire proceeds of which will 
be includible in his gross estate. Since a 
gift tax credit may not be fully realized in 
computing the estate tax, the insured may 
find it advisable either to avoid the gift 
of a paid-up policy or to retain such con- 
trol over the policy as to render the gift 
presently incomplete. Retention of a mere 
reversionary interest, however, will not be 
sufficient to bar consummation of a taxable 
eift.™ 


A question remains relative to the cur- 
rent status of insurance policies transferred 
by the insured by gift on or before January 





TLife insurance is particularly vulnerable 
because of its inherent testamentary nature. 
Vanderlip v. Commissioner, 46-1 vustc {§ 10,267, 
155 F. (2d) 152 (CCA-2, 1946), cert. den. 329 
U. S. 728 (1946). But this characteristic is not 
controlling where it can be shown that the 
transfer was for a purpose associated with life. 
Cronin Estate v. Commissioner, 47-2. ustc 
§ 10.587, 164 F. (2d) 561 (CCA-6, 1947), rev’g 
CCH Dec. 15,526, 7 TC 1403 (1946). 

Code Sec. 811(1), added by the Revenue 
Act of 1950, Sec. 501(a). 

‘The premium method would apply in deter- 
mining the ‘‘interest’’ transferred in contem- 
Plation of death. Liebmann v. Hassett, 45-1 
ustc 7 10,184, 148 F. (2d) 247 (CCA-1, 1945). 

“If the transfer were made prior to October 
8, 1949, the reversion must be expressly retained 
and must exceed 5 per cent of the value of the 
policy immediately before the decedent’s death. 

° The premium method of allocation would 
fairly determine the ‘‘interest’’ of which the 
decedent made a transfer intended to take 
effect at death. See footnote 48, above. 

5tThe insured is not considered a transferee 
for value where he purchases a policy upon his 
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own life from another. Thus, the proceeds 
will not be taxed to the beneficiary. I. T. 3212, 
1938-2 CB 65. 

52 Guggenheim v. Rasquin, footnote 6; U. S 
v. Ryerson, footnote 6. 

53 Regs. 108, Sec. 86.2(a)(8) (1943). It is 
argued that subsequent gift premiums should 
be taxed only to the extent that such payments 
increase the cash surrender value since that is 
the extent of the permanent benefits conferred 
upon the donee. The balance, it is contended 
should not be subject to gift tax since that rep- 
resents the cost of the current year’s insurance 
risk and has no permanent value. If the in- 
sured should die in the current year, the value 
of the latter contract right would be taxed 
under the estate tax. Rabkin and Johnson 
Federal Income, Gift and Estate Taxation, Sec. 
61.02(8), p. 6113 (1951). 

54 Regs. 108, Sec. 86.2(a)(8) (1943): Smith v 
Shaughnessy, 43-1 ustc § 10,013, 318 U. S. 176 
(1943). There would also be a gift if the in- 
sured transferred the policy but retained the 
right to exercise certain powers jointly with 
the donee. Commissioner v. Prouty, 40-2 ustc 
7 9734, 115 F. (2d) 331 (CCA-1, 1940). 
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10, 1941.° Where the transfer was absolute 
and complete, no portion of the proceeds 
will be includible in the insured’s estate 
unless he has made premium payments sub- 
sequent to that date. In the latter event, 
the proceeds will be allocated to his estate 
in the ratio which the post-January 10, 1941 
premiums bear to the total premiums. If 
the insured retained a reversionary interest 
in the transferred policy, the premiums paid 
prior to January 10, 1941, will be taken into 
account only if the reversion was expressly 
retained and exceeded 5 per cent of the 
value of the policy at some time subsequent 
to that date. Relinquishment of the re- 
versionary interest after that date will 
not affect the operation of this rule. 


Policies Transferred by the Insured for 
Value.—The insured may transfer a policy 
to a family member for consideration. If 
the full value (replacement cost) is paid by 
the family member, there will be no taxable 
gift. A transfer for full value will also 
remove the insurance proceeds from the 
taxable estate of the insured.” But avoid- 


ance of estate and gift taxes in this manner 
will result in the imposition of an income 
tax upon the beneficiary. The proceeds of 


the policy will be exempt from the income 
tax only to the extent of the consideration 
paid for the policy and subsequent pre- 
miums paid by the The gain 
realized by the beneficiary would be taxable 


transferee.” 


as ordinary income since collection of the 
proceeds at maturity would not constitute 
a sale or exchange of a capital asset. The 
excess proceeds have been held taxable 
even where the purchaser subsequently 
transferred the policy to a donee bene- 
ficiary. In the particular case, a wife pur- 
chased the policy from her husband and 
later transferred it by gift to her son.™ 


If the transfer by the insured were for 
less than full value, there would be a tax- 
able gift determined by the difference be- 
tween the replacement value of the policy 
on the date of the transfer and the consid- 
eration paid by the transferee.” For estate 
tax purposes, the premium test would still 


be applicable and the insured would be 
deemed to have paid premiums in the pro- 
portion by which the purchaser’s consider- 
ation fell short of the full replacement 
value.” For income tax purposes, the 
transaction would be treated as a transfer 
for value and the excess proceeds would be 
taxable to the beneficiary as _ indicated 
above. 


Other Family Transactions 


Estate tax consequences should not be 
ignored where one member of a family 
assists another with his insurance pri >ram, 
If a father gives funds to his son for the 
payment of premiums, the proceeds of the 
insurance will be includible in the son’s 





estate under the premium test even though 
ownership may be vested in another—for 
example, the son’s wife. It would be pref- 
erable, in the absence of other considera- 
tions, for the father to give the funds to the 
son’s wife so that she could both oy n the 
policy and pay the premiums thereon 


In some instances the beneficiary may 
have reason to pay the premiums due up ' 
the policy. If another person holds com 
plete ownership of the policy, there will be 
a taxable gift to the owner. But if the 
beneficiary holds a vested interest, as for 
example where he is irrevocably designated, 
there is no gift. Even where the bene- 
ficiary’s interest is contingent, if he can 
show a pecuniary interest which cannot be 
livested by the act of another, the payment 


of the premiums will not constitute a tax- 


61 


Employment 
and Business Associations 


Employment and business associations 
account for much life insurance coverage 
and create some of the most troublesome 
insurance-tax problems. Premiums paid by 
the employer under a group-life program 
do not constitute taxable income to the 





85 Revenue Act of 1942, Sec. 404(c), as amended 
by the Revenue Act of 1950, Sec. 503. 

86 Code Sec. 811(g)(3). But where the in- 
sured is aware of imminent death, a transfer 
fer full replacement value would not be con- 
sidered a transfer for adequate consideration. 
Rather, it would be considered a transfer in 
contemplation of death. Estate of James Stuart 
Pritchard, CCH Dec. 14,181, 4 TC 204 (1944). 

5? Code Sec. 22(b) (2). 

88 Alcy 8S. Hacker, CCH Dec. 9778, 36 BTA 659 
(1937). Where the donor was a transferee for 
value, the Regulations indicate that the donee 
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steps into his shoes in applying Sec. 22(b)(2). 
Regs. 111, Sec. 29.22(b)(2)-3 (1943) For a 
critical analysis and appraisal of Sec. 22(b)(2) 
in the light of legislative history, see Brown, 
“Transfers of Life Insurance for Valuable Con- 
sideration,’’ TAxEsS—The Tax Magazine, Octo- 
ber, 1950, p. 907. 

*° Code Sec. 1002. 

© Regs. 105, Sec. 81.27(a) (1942). 

61 Gilbert Pleet, CCH Dec. 18,443, 17 TC —, 
No. 11 (1951); Grace R. Seligmann, CCH Dec. 
15,966, 9 TC 191 (1947). 
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employee™ unless permanent and nonfor- 
feitable benefits are provided under the 
plan.* But exclusion of the premium pay- 
ments from taxable income does not remove 
the proceeds from the federal estate tax. 





Regardless of whether there is an indirect 
payment of premiums by the employee, his 
power to change the beneficiary is an inci- 
jent of ownership which will require inclu- 
sion of the proceeds in his gross estate.™ 
Clearly, where the insurance provided for 
the employee by the employer constitutes 
additional compensation,” both the _ pre- 


ium and ownership tests will operate to 





the proceeds into the employee’s 

a ial ; 
Life insurance relating to interests held 
by t nsured in closely held corporations 


irtnerships presents several varia- 
tions. Where the insured’s wholly owned 
corporation carries the insurance, the pro- 
ceeds received by the corporation upon his 


be reflected in the valuation 


placed upon his share holdings. The pro- 
ceeds will not be included twice—both as 
life insurance and as part of the value of 


shares. A similar result was reached 
to the Revenue Act of 1942 where 


insurance carried by a partnership upon the 
ife of the partners was made payable to 
the partnership. In that case the value of the 





deceased partner’s interest in the busi- 

ss was increased by his proportionate 
share of the proceeds.” By stressing the 
ionate interests of the partners in 
premium payments and ownership of the 
policies, the result can be squared with both 


e present premium and ownership tests. 


Where the insured’s interest in a closely 
held corporation is less than 100 per cent, 
there is a question as to the inclusion of 
the entire proceeds in his gross estate. 


This will turn on whether the corporation 


a 
SsHoOuUTa 


be deemed the insured’s alter ego.® 


In determining this question there should 


be considered, among other factors, the re- 


® Regs. 111, Sec. 29.22(a)-3 (1943). 

*$ Mim. 6477, 1950-1 CB 16. 

* Estate of Hugene F. Saxton, CCH Dec. 
16,914; 12 TC 569 (1949); Estate of Judson C. 
Welliver, CCH Dec. 15,567, 8 TC 165 (1947). 

% Commissioner v. Bonwit, 37-1 ustc J 9104, 
87 F. (2d) 764 (CCA-2, 1937), cert. den. 302 U. S. 
694 (1937). But only the net premium cost of 
the policy to the employer (gross premiums 
less dividends) is taxable as income of the 
employee. C. Francis Weeks, CCH Dec. 18,081, 
16 TC 248 (1951). 

*% See footnote 64, above. 

*t Estate of George Herbert Atkins, CCH Dec. 
13,316, 2 TC 332 (1943). 
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lationship of the minority shareholders to 
the insured, the extent of their participation 
in the business, the amount of insurance, 
and its function in the operation and 
preservation of the business. If it is clear 
that the insurance is carried for a bona fide 
business purpose and not as a subterfuge 
for providing family benefits, only the por- 
tion of the proceeds attributable to the 
insured’s interest should be taxable. The 
recent Emeloid® case supports the prop- 
osition that key-man insurance carried to 
finance the purchase of shares owned by 
key-man stockholders at death and thus 
preserve continuity of management is a 
bona fide business purpose. In any event, 
circumstances being essentially equal, the 
same rule should apply to insurance carried 
by a closely held corporation as is appli- 
, 


cable to insurance carried by a partnership. 


{ I 

There remains for consideration insur- 
ance which is specifically applicable to the 
purchase of the insured’s interest in a busi- 
ness.” In the Tompkins™ case, insurance 
carried by the partnership upon the lives 
of the partners was payable to the survivor 
to be applied to the purchase of the de- 
ceased partner’s interest. By the terms of 
a cross-purchase agreement, the partners 


had 


valued at a figure equal to the proceeds of 





reed that their interests should be 


the insurance upon their respective lives. 
In effect, it was held that only the amount 
received upon the sale of the deceased 
partner’s interest was includible in his gross 
estate. The rule of the Tompkins case was 
recently applied in a similar factual situa- 
tion involving a closely held corporation. 
There the corporation carried insurance 
upon the lives of its principal shareholders, 
the proceeds of which were to be appor- 
tioned among the survivors and applied to 
the purchase of the decedent’s shares. It 
was held that only the book value of the 
decedent’s shares was includible in his es- 
tate, that being the sale price established 


68 **A decedent similarly pays the premiums 
or other consideration if payment is made by 
a corporation which is his alter ego... .’’ Regs. 
105, Sec. 81.27(a) (1942). 

6° Emeloid Company, Inc. v. Commissioner, 
51-1 ustc § 66,013, 189 F. (2d) 230 (CA-3, 1951), 
rev’'g CCH Dec. 17,713, 14 TC 1295 (1950). 

7 For an excellent discussion, see Smith, 
“Disposition of Business Interests at Death,’’ 
TAxES—The Tax Magazine, December, 1950, 
p. 1238. 

1 Estate of Ray E. Tompkins, CCH Dec 
17,325, 13 TC 1054 (1949). 
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under a cross-purchase agreement.” At this 
point it does not seem overly optimistic to 
conclude that the Tompkins case will set the 


pattern for favorable estate tax treatment 
of insurance relating to business interests,” 


[The End] 





Life Insurance and the Marital 
Deduction in Estate Planning 


By ANDERSON A. OWEN, Chicago Attorney 
Member of Hopkins, Sutter, Halls, DeWolfe & Owen 


o——" \ LONG TIME it has been my 
sincere conviction that life insurance, 
day in and day out, with this or that prob- 
lem to be solved, is of little or no actual 
value to effective estate planning where tax 
considerations are paramount or even im- 
portant. The flowering in the last ten 
years in the Code provisions and the case 
law of the developments clearly warned by 
the decisions in Burnet v. Wells, 3 ustc 
1108, 289 U. S. 670 (1933), and in the first 
decision in the case of Bailey v. U. S., 39-2 
ustc {[ 9526, 27 F. Supp. 617 (Ct. Cls.), has 
only solidified my view. 


I know this statement does not conform 
to the thinking of many of you. As I de- 
velop this thesis further, I hope to stimu- 
late your critical evaluation, if only to the 
end that you may again assure yourself 
that l.am wrong. But before I get down 
to cases, I want you to know that I am 
hostile, that it is my belief that many per- 
sons have been sold unwanted, unneeded 
insurance under the inviting label of “estate 
planning,” taxwise, and that many who 
have bought it have been ill-advised both 
in the buying of it and in the use of it 
after it was bought. 


I sometimes think that most estate plan- 
ning in connection with life insurance, hav- 
ing taxes in mind, is spent in unscrambling, 
with as few adverse tax consequences as 
possible, something hastily and ill-advisedly 
done in the past under that label. 


The trouble, as I see it, is that the real 
function of life insurance has often been 
lost sight of. The real function is to insure 
against a hazard, the hazard of an untimely 
demise, with whatever adverse economic 
consequences may flow from it as an wn- 
timely event. That is why I carry a sub- 
stantial amount of life insurance on my life. 
I cannot, at all, afford to take the risk of 
dying before my time because of the loss 
of earning power and its consequences to 
my family. It is in such a situation that 
life insurance performs its proper function. 
There it is badly needed and, whatever may 
be the cost, it should, ] think, be a part 
of the budget. 


By and large, our clients who have tax 
problems of the sort we are addressing our- 
selves to will not be in such a situation. 
In those cases in which they are in such 
a situation where they, too, cannot afford 
to take the risk of an untimely death, either 
because of the importance of any loss of 
their earning power or any other dire eco- 
nomic consequences of an early death, they, 
too, should carry life insurance, at least 
some life insurance. When they carry it, 
it should, of course, be properly arranged 
to provide the best possible protection, that 
is, produce the largest net proceeds per- 
mitted under the law. But unless our 
clients die before their time, they will not, 
in the main, produce any available funds by 
life insurance which could not be produced 





% Estate of G. C. Ealy, CCH Dec. 18,302(M), 
10 TCM 431 (1951). In this case the premium 
payments by the corporation might be taxable 
as dividends or additional compensation to key- 
men shareholders. This result could be prem- 
ised on the grounds that each shareholder was 
being provided with insurance on the lives of 
the other shareholders at the expense of the 
corporation. Cf. Paramount-Richards Theatres, 


Inc. v. Commissioner, 46-1 ustc { 9170, 153 F. 
(2d) 602 (CCA-5, 1946). 

% There remains open a question as to 
whether there is a transfer for value within 
Code Sec. 22(b)(2) with respect to insurance 
applicable to the purchase of business interests 
which would result in subjecting the excess 
proceeds to the income tax. Smith, work cited 
in footnote 70, at pp. 1243-1244. 
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just as well or better by the retention and 
investment and reinvestment of the money 
otherwise payable as premiums and the pro- 
ceeds thereof. No economic miracle is per- 
formed by life insurance companies. They 
would be the last to claim it. They are 
entirely sound institutions. Like other peo- 
ple, they can afford to pay out only what 
they take in plus the earnings thereon and 
less their expenses. 


It is true that the earnings of the in- 
vestment in a life insurance policy during 
the lifetime of the insured, whether ex- 
pressed in dividends or in augmented value 
of the policy, are free of income taxes to the 
owner of the policy unless received or re- 
ceivable in an amount exceeding what has 
been paid for the policy or unless actually 
consisting of interest or annuity payments.’ 
It follows that if the policy does not ma- 
ture during the insured’s life as an endow- 
ment and if all the dividends received do 
not exceed the premiums paid,’ the earnings 
of the investment in a life insurance policy, 
whether realized through dividends or by 
reason of the insured’s death, will escape 
the income tax. And, of course, if the pro- 
ceeds at death are not required for other 
purposes, such as payment of estate taxes, 
and are settled so as to be payable in in- 
stallments, other than under the interest 
option, the earnings on such proceeds after 
the insured’s death, to the extent incor- 
porated into the installments to be paid in 
all events,® (but not the dividend payments, 
if any),* will be receivable free of the income 
tax imposed on the beneficiary’s taxable 
income. But these advantages are in a 
large measure offset by the necessarily low 
returns which funds invested with insur- 
ance companies produce, net after all costs. 


Other Advantages to Insurance 


There are, of course, other advantages to 
insurance. One is that through it a diver- 
sification can be obtained, much as in the 
case of a common trust fund. Therefore, 
it is certainly for the client, and not for 
the lawyer, to determine whether life in- 
surance should be carried by the client for 
reasons of security of investment, or in or- 
der to obtain protection against any serious 
adverse consequences of an untimely death, 





or for any other reason. But by the same 
token, it is not for the lawyer to persuade 
the client that through the purchase of life 
insurance a host of economic and tax prob- 
lems can and will be readily and painlessly 
solved. Economically, there is no magic 
in it. As always, one pays for what one 
gets. In my opinion, so far as tax conse- 
quences are concerned, by and large like 
the song from “Annie Get Your Gun,” 
whatever you can do with life insurance, 
[ can do better than you with stocks or 
bonds, or money, or real estate, or almost 
any other form of property. 


It would seem to me a cardinal point that 
if the client can afford to be a self-insurer, 
through one solution or another of his tax 
problem, the possibility of doing without 
insurance just to produce a fund at death 
should be earnestly examined. After this 
is done, it may well be that insurance, or 
some insurance, for this purpose alone, will 
be desirable. But I am not going to assume 
that insurance is the only way people who 
are grown up can be induced to lay by 
money for their future needs. 


Life Insurance Trusts 


Before giving consideration to the marital 
deduction under Section 812(e) of the Code, 
it seems advisable briefly to consider some 
aspects of life insurance trusts. The use 
of life insurance trusts for the purpose of 
producing a marital deduction is just as 
effective as, and under certain circumstances 
may be more advisable than, making the 
proceeds of a policy payable outright to 
the surviving spouse or even settling such 
proceeds with the insurance companies for 
such spouse’s benefit under one of the op- 
tions in the policy. 


In considering life insurance trusts, one 
must keep constantly in mind that two in- 
struments are involved, the trust agreement 
and the insurance policy. The insurance 
policy, in turn, has two aspects. It is a 
form of property, a res, of which one or 
more persons, frequently designated in the 
policy or an endorsement of it, and some- 
times in an instrument of assignment, are 
the owners prior to its maturity, with pres- 
ent rights of disposition, consumption (that 





1See Code Sec. 22(b)(2). See Blum v. Hig- 
gins, 45-2 ustc J 9343, 150 F. (2d) 471 (CCA-2). 

7It seems clear that the principle of con- 
structive receipt will not apply to the unwith- 
drawn cash surrender value of the policy, be- 
cause to obtain the cash, the owner would have 
to give up the insurance, so that his access to 
the cash is not unconditional. (See Regs. 111, 
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Sec. 29.42-2; Blum v. Higgins, cited at foot- 
note 1.) Hence, the cash surrender value prior 
to maturity can be ignored in the computation 
of what has been received as against what has 
been paid. 

3 Regs. 111, Sec. 29.22(b) (1)-1. 

4 Pierce, CCH Dec. 13,526, 2 TC 832 (1943), 
aff'd 45-1 ustc { 9123, 146 F. (2d) 388 (CCA-2). 
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is, surrender) and control, including, in 
most cases, the right to change the bene- 
ficiary. But an insurance policy is also a 
contract providing for the payment of the 
proceeds to one or more designated bene- 
ficiaries at maturity of the policy, as, for 





instance, upon the insured’s death or there- 


after, either in a lump sum or in installments. 


Thus, under the terms of the policy itself, 


there may be a change in ownership and 





enjoyment, at th« of its maturity, 

im the person who theretofore was the 
owl whether the insured or someone 
els » the beneficiary of the proceeds, if 


the owner and the beneficiary are not one 
; 








nd the same. <A similar result may be 
achieved under the terms of a revocable 
il nee trust receiving the proceeds of 
the cy, if the trust becomes irrevocable, 
unciange i¢ ipon the mMatur V oO the 
policy at the death of the insured. 

If the | mat | ison of the 
death of tl insured, have two situa- 
tions f the insured at his death has, alone 
oO th others, the ownership of the policy, 
( or tl xh the instrumentality of 
1 trust created e insured which he can 
I ‘ \X the ¢€ ent the ins red is to 
be considere s having paid the premiums 
on the | cy, the proceeds are to be in- 
( 1 in the insured’s estate for estate tax 
purposes That is wh a in substar ce. is 
I ided by Code Section 811(g). But if 
someone ther than the insured is the 
owner of the policy at the insured’s death, 
either directly or through the medium of 
1 revocable trust of which the owner is the 


lor, and if the proceeds pass at the in- 
, under the terms of the 


ns of the trust, from the enjoy- 





lent and control of the owner and to or 





De of others, there is a gift on 
the owner’s just by standing by and 
letting this ‘n, to the extent the pro- 
ceeds represent property invested in the 
policy by the owner. The same conse- 
quence, of course, would flow from the 


maturing of a policy as an endowment if there- 


up the enjoyment and control of the pro- 


passed from the owner to others. 





There would be a gift by the owner of the 
] + } + 


proceeds at that time in proportion to the 


ributed by the owner to the pro- 


funds c pt 











duction of such proceeds, and this would 
seem to be true whether the owner was the 
insured or otherwise. 


If the owner, directly or through a rey- 
ocable trust, becomes entitled to the pro- 


ceeds of a policy maturing as an endown 
, 





he realizes ordinary income, taxable as 
, ; 
such, to the extent tl 


proceeds exceeded 
what had been paid.’ * I 


ic 
n such a case it 
would seem advisable to sell and transfer the 
policy, which is a capital asset,’ bet re it 





matures and thus realize a capit " 
the policy has been owned for more than 
It is best not to wait for the 
year Of maturity to sell it but to sell it a 


year or so in advance. Of course the pur- 


chaser will receive ordinary income when 
the policy matures equal to the excess of 
+] 


ne proceeds over the purchase price and 





any subse quent premium payments made on 

the policy However, serious adverse in- 

( ( x consequences result from the pur- 
AS¢ policies by anyone other t the 

mst ed wh 

stantially less 

t mat 

the proceed 


over the amou 





any subsequet 


axable as ordinary income to 


and this notw 


t 








ithstanding the 





come payable by reason of 


the insured. 

Where someone other than the sured 
is the owner of the policy, directly or 
through a revocable trust of which the 
owner is the settlor, and dies while he is 





such owner, the then value of the po 
is taxable as part of the owner’s estate for 
estate tax purposes under Section 811(a) to 


le extent the proceeds represent an in- 





vestment of the owner’s own funds.” This 
may also be true, although the owner may 
have previously made a gift of the policy or 


its proceeds, if he has retained such interests, 





powers or rights as render the transfer tax- 
able at his death under the provisions of 
Section 811l(c) or 811(d), as, for instance, 
a transfer to take effect at or after the 


owner's death.” 


It may be noted that to the extent an 


owner who is not the insured possesses 





5 Pleet, CCH Dec. 18,443, 17 TC —, No. 11 
(1951), involved a trust which became irre- 
vocable on the insured’s death, the owners hav- 
ing paid the premiums on the policies in 
question. 

6‘ Blum v. Higgins, cited at footnote 1; Avery 
v. Commissioner, 40-1 ustc 7 9405, 111 F. (2d) 
19 (CCA-9) 


7 Code Sec. 117(a)(1) defines capital assets as 
being property held by the taxpayer, with ex- 
ceptions clearly not applicable to life insurance 
policies in the ordinary case. 

®§ Code Sec. 22(b)(2); I. T. 3212, 1938-2 CB 65 

® Estate of Carroll, CCH Dec. 8227, 29 BTA 
11 (1933). 

0 state of Touhy, CCH Dec. 17,496, 14 TC 
245 (1950). 
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The irrevocable insurance trust—funded 
or not—has distinct disadvantages, as 
compared with the revocable insurance 
trust, and very few advantages taxwise. 





d ownership powers over a policy 





so-c 





of life insurance and has not contributed 
to or paid for the funds invested in the 
policy, which represent the financial outlay 


me else, the powers of the owner 


ot ¢ 
can perhaps be considered as donated powers, 
not as retained powers. Considered as donated 
general powers, it would seem that the new 
Powers of Appointment Act of 1951 would 
apply to such powers. If such powers were 
donated to the owner prior to October 21, 
1942 (the effective date of the 1942 Rev- 
enue Act), a failure on the part of the 
owner to exercise such powers during life 


or at his death, or his release of such pow- 
ers or permitting them to lapse during his 
life would not result in a gift or estate tax. 
Jut an exercise of the powers, such as the 


transfer of the control and benefits of the 


policy to the trustee of an irrevocabl t 


e trus 


gilt 


for others, would result in a 
1 


which 
be taxable if in excess of the avail- 
able exclusions and exemptions. It might 
also lead to an estate tax if the transfer 
were not sufficiently complete. If the own- 
ership powers were or are donated to the 
owner after October 21, 1942, he will be 
taxable on the property subject to the pow- 
ers for gift tax purposes and, possibly, for 
tate tax purposes, not only if he exer- 
cises them but also if he releases them or 


es 


permits them to lapse during his lifetime. 
He will also be subject to estate taxes with 
respect to the property subject to such 
powers if he possesses them at his death, 
whether or not he exercises them.” 


Revocable life insurance trusts, then, in- 
volve much the same considerations as do 
the policies themselves, so far as the tax 
juences of any specific action or event 
affecting the same is concerned. But such 
rust frequently present real practical, if 
not tax, advantages over the settlement of 
the proceeds of a policy with the insurance 
company under one of the options. The 
trust permits of a greater flexibility in the 
provisions for the payment of income or 
principal and of the retention of the pro- 


ceeds for a longer period and for more 





remote generations. Investments with higher 
rates of return or with possibilities of capi- 
tal appreciation can be authorized. On the 
other hand, a settlement of proceeds with 
the company requires no trustees and no 
trustee fees. 


If a revocable life insurance trust is to be 
used, it would be entirely normal for the 
trust instrument to provide not only that 
the trust 1s revocable, in whole or in part, 
but also that, upon demand, any policy is to 
be redelivered to the settlor freed of the 
trust in all respects, and for each policy to 
continue to provide that the ownership 
powers can be exercised by the settlor act- 
ing alone. In the usual case, each policy 
is made payable to the trustees as_ bene- 
ficiaries. Perhaps this is enough, but, in my 
opinion, each policy should also be delivered 
to and remain in the possession of the 
trustees until redelivered to the settlor at 
his request. I believe such delivery was 
of major significance in the case of Gurnett 
v. Mutual Life Insurance Company of New 
York, 356 Ill. 612, where the court held 
that a revocable insurance trust was not 
subject to attack as involving a testamentary 
disposition. 

The irrevocable insurance trust, on the 
other hand, whether funded or not, seems 
to me to have distinct disadvantages, as 
compared with the revocable insurance 
trust, and very few advantages, taxwise. In 
the first place, a gift tax will be incurred, 
in all likelihood on its creation, and if the 
premiums are paid from sources outside 
the trust, will continue to be incurred. It 
is extremely unlikely that the settlor in 
creating the trust, or the settlor or any 
other person in paying the premiums, will 
be entitled to the $3,000 exclusion for gift 
taxes ($6,000 if treated as gifts of husband 
and wife), which may not be too important 
in the case of a single gift but is of mount- 
ing importance if there are to be repeated 
annual gifts by way of premium payments. 
In most cases, all interests in the trust will 
be future in terms of enjoyment within the 
decisions of the Fondren™* and Disston”™ 
cases. There is an interesting holding by 
the Court of Appeals for the Seventh Cir- 
cuit in Kieckhefer v. Commissioner,* reversing 
the Tax Court, that if one writes into the 
trust instrument a power on the part of the 
beneficiary, even a minor, to take down 





1 Secs. 2(a) and 3(a) of the Powers of Ap- 
pointment Act of 1951, P. L. No. 58, approved 
June 28, 1951. 

3 Fondren v. Commissioner, 45-1 ustc § 10,164, 
324 U.S. 18. 
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3 Commissioner v. Disston, 45-2 ustc 4 10,207, 
325 U.S. 442. 

44 Kieckhefer v. Commissioner, 51-1 vustc 
7 10,812, 189 F. (2d) 118 (CA-7). 


the whole trust corpus at any time, the gift 
in trust is a present gift and the exclusion 
applies. But this, of course, creates a gen- 
eral power of appointment in the bene- 
ficiary, with all sorts of dire consequences, 
and, anyway, the Tax Court continues to 
persist in a contrary view.” 


Because such an irrevocable trust is a 
trust of life insurance, if it is created by the 
insured, it is peculiarly vulnerable to the 
charge that it was created in contemplation 
of death, because, in many cases, what life 
motives can there be for transferring insur- 
ance on one’s own life? Its vulnerability to 
this charge is heightened if the trust is created, 
as it often is, unfortunately, at the time the 
insured’s will is signed or embodies much the 
same terms. While the importance of this 
attack has been somewhat ameliorated by the 
1950 Revenue Act amendment limiting the im- 
xi the estate tax on transfers in 

death to those made within 
three years of the decedent’s death, there 


ther adverse aspce ts of 


positio1 


contemplation ot 
are O an irrevocable 


insurance trust 


If the irrevocable trust is a funded trust 
created by the insured with the income to 
be applied to the payment of premiums, 
not only is the income taxable to the in- 
sured under Section 167(3) but he will 
definitely be considered to have directly 
or indirectly paid the premiums paid with 
the income of the trust fund, although he 
no longer owns it and paid a gift tax in 
getting rid of it.®° This will add to the 
proportionate amount of premiums paid 
by the insured, causing that much more 
of the proceeds to be taxable as part of his 
estate under Section 811(g). Worse than 
that, as it will be recalled, if the insured 
at his death, alone or with any other per- 
son, has any incidents of ownership with 
respect to the policy, the entire proceeds 
are taxable as part of his estate no matter 
who paid the premiums or whether before 
or after Janvary 10, 1941. If the insured 
acts as trustee or one of the trustees of the 
trust in whom the ownership of the policy, 
as is normal, is vested, he will, in my opin- 
ion, be considered as having the fatal inci- 
dents of ownership with respect to the 
policy, and the entire proceeds will be tax- 
able as part of his estate. This is entirely 
in accord with other situations under the 
Code in which the settlor is held to have the 


condemned power with all the tax con- 
sequences thereof, although the power js 
vested in him as a trustee.” 


Of course, the above adverse consequence 
of the insured’s acting as a trustee of a trust 
having ownership of the insurance policy 
would also apply to a revocable trust. The 
difference is that in a revocable trust created 
by the insured, no tax result through the 
trust, itself, is being sought and no gift 
tax has been paid. If the revocable trust 
is set up by someone else who has become 
the owner of the policy, the insured should 
under no circumstances be used as a trustee 
of the trust if there is any hope of other- 
wise keeping the insurance proceeds from 
being taxable as part of the insured’s estate. 


One might stop here and consider whether, 
in the provisions inserted into Section 
811 (zg) by the Révenue Act of 1942, there 
does not lurk a nice, but perhaps somewhat 
unimportant constitutional question under 
the decisions in White v. Poor™ and Helver- 
ing v. Helmholz”* rendered with respect to 
a like provision first inserted into Section 
811 (d) by the 1924 act. The provision is 
the requirement that the insurance pro- 
ceeds be included in the insured’s estate if 
the insured has any incident of ownership 
exercisable at his death alone or with any 
other person. With respect to so much of 
the proceeds as represent premiums paid 
by the insured at any time, no attack would 
be successful, in my opinion.” But how 
about a case where someone else paid the 
premiums or some part of them prior to 
October 21, 1942, and during a period when 
the insured could not exercise any incident 
of ownership except with the consent of 
an adverse interest, perhaps the beneficiary, 
and where this condition persisted until 
the insured’s death? Many policies have 
been given away under circumstances in 
which the incidents of ownership can still 
be exercised only by the joinder of the in- 
sured with the beneficiary. 

There is still another problem with re- 
spect to an irrevocable funded insurance 
trust of which I believe we have not yet 
seen the end. It is entirely an anomoly that 
while the income of such a trust is taxable 
to the settlor-insured and he will be con- 
sidered as having paid the premiums on the 
policies paid with such income, the trust 





% See Stifel, CCH Dec. 18,§ 17 TC —, No. 
71 (1951). 
Regs. 105, Sec. 81.27. 
17 See Commissioner v. Estate of Holmes, 46-1 
ustc § 10,245, 326 U. S. 480, 489, note 13, and 


cases cited, holding the change in Sec. 811(d) 
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by the 1936 act adding the phrase ‘‘in whatever 
capacity’’ was merely declaratory of the previ- 
ous law. 

18 36-1 ustc § 9004, 296 U. S. 98 (1935). 

19 36-1 ustc { 9003, 296 U. S. 93 (1935). 

2» See Bailey v. U. S8., above. 
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funds producing the income will not be tax- 
able as part of his estate under the provisions 
of Section 811 (c), which would include them 
if the income or the control of it were re- 
tained by the settlor.* The rule is otherwise 
where the trust income is to be applied to 
the obligations of the decedent, including 
support of wife and children.” 


There is, of course, one other primary 
occasion on which insurance proceeds are 
taxed as part of the estate of the insured, 
regardless of who paid the premiums, and 
that is where the proceeds are receivable 
by the insured’s estate. It is, therefore, nec- 
essary, whenever an attempt is being made 
to keep the proceeds of any policy held in 
any trust, whether revocable or irrevocable, 
from being taxable as part of the insured’s 
estate, to see that by the terms of the trust 
and the policy, the proceeds are not made 
applicable to the payment of the estate taxes 
on the insured’s estate (including the taxes 
on the proceeds themselves) nor his debts 
nor the expenses of his last illness or 
funeral.” 


Marital-Deduction Provisions 
as Applied to Insurance 


How does this all bear on the so-called 
marital deduction allowed by Section 812 
(e)? I am not going to spend a great deal 
of time on the pure technique of the appli- 
cation of the marital-deduction provisions 
to insurance. The ground has been ploughed 
and reploughed by both the written and the 
spoken word, and he who looks can read. 
I wish, however, to emphasize seven brief 
points. First, a marital deduction cannot 
be obtained with respect to any property, 
including insurance, unless it is otherwise 
included in the decedent’s gross estate. 
Second, the property will qualify for the 
marital deduction if the entire property is 
given outright to the surviving spouse, and 
this is true of insurance. If the insurance 
is made payable immediately upon the in- 
sured’s death to the surviving spouse in 
a lump sum, or even in installments, or with 
the income therefrom payable to the surviv- 
ing spouse for her life and with the principal 
proceeds payable at her death to her estate, 





1 The First National Bank of Birmingham, 
CCH Dec. 9776, 36 BTA 651 (1937) (acq. 1937-2 
CB 24). 

2 Mathilde B. Hooper, Administratrix, CCH 
Dec. 10,965, 41 BTA 114 (1940); Helvering v. 
Mercantile-Commerce Bank and Trust Company, 
40-1 ustc § 9375, 111 F. (2d) 224 (CCA-8). 

% Estate of Rohnert, CCH Dec. 10,949, 40 
BTA 1319 (1939) (the question here was whether 
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with no provision for anyone else taking, it 
is an outright disposition to the surviving 
spouse of all of the property, and, without 
more, the proceeds qualify for the marital 
deduction which, of course, cannot exceed 
50 per cent of the adjusted gross estate, 
that is, the gross estate less debts and ex- 
penses of administration, etc. Third, the 
amount deductible under the marital deduction 
on account of any property passing to the 
surviving spouse is reduced to the extent the 
estate tax on the estate is payable out of such 
property. Fourth, the marital deduction is, in 
effect, primarily only a postponement of a part 
of the estate tax on the estate of the first 
spouse to die until the death of the survivor. 
Fifth, in most larger estates it is disad- 
vantageous, in terms of the aggregate 
amount of taxes on the estates of both 
spouses, to use the maximum marital de- 
duction of 50 per cent. Something approxi- 
mating 30 per cent to 35 per cent is more 
apt to give the maximum tax saving over 
both estates. Sixth, the relaxation of the 
terminable-interest rule is provided for in 
the Code in the case of a trust as well as in 
the case of the settlement of the proceeds 
of life insurance. Seventh, it is sufficient if 
the requirements permitting of a marital de- 
duction are met as of the death of the first 
spouse to die, no matter what the preceding 
conditions were. 


A marital deduction can be obtained with 
respect to life insurance proceeds otherwise 
includible in the decedent’s estate fand they 
do not have to be proceeds of insurance on 
the decedent’s life, although that is nor- 
mal) if: (1) all of the proceeds in ques- 
tion are payable, directly or through a trust, 
solely to the surviving spouse alone or to 
her and her estate and without any others 
having any interest therein or right thereto 
under any circumstances; or (2) such proceeds 
are payable outright to a trust for the 
benefit of the spouse and with gifts over 
to others under the terms of the trust, after 
the spouse’s death, where the trust qualifies 
as a so-called marital trust under the provi- 
sions of Code Section 812 (e) (1) (F), 
whether such trust is created by the decedent 
revocably or irrevocably (so long as the 





the $40,000 exemption applied); The Pacific Na- 
tional Bank of Seattle, Executor, CCH Dec. 
10,758, 40 BTA 128 (1939) (Acq.). Compare U.S 
v. The First National Bank and Trust Company 
of Minneapolis, 43-1 ustc § 10,017, 133 F. (2d) 
886 (CCA-8) (payable to executor but in trust 
so that proceeds were not subject to decedent's 
debts). 
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proceeds are includible in his estate) during 
his lifetime or by his will; or (3) the pro- 
ceeds are settled with the insurance com- 
pany for the benefit of the surviving spouse 
and with gifts over to other persons of what 
is left at the spouse’s death, under terms 
complying with the requirements of Code 
Section 812 (e) (1) (G). 


The reason special statutory dispensation 
is needed in the last two cases, as will be 
recalled, is because in the ordinary case no 
marital deduction is allowed where the en- 
tire property does not go to the spouse but 
she receives only a terminable interest and 
someone else gets or has gotten from the 
decedent an interest in the property which 
takes effect in possession or enjoyment fol- 
lowing the termination of the spouse’s 
interest. 


The statute thus grants a special dis- 
pensation in the case of a separate trust, the 
entire income of which is payable at least 
annually to the spouse, commencing at the 
decedent’s death and continuing for life, 
although the trust can be made to terminate 
at any time in the spouse’s favor without 
upsetting the deduction. Provision can be 
made for the corpus to go to other persons 
on the spouse’s death, provided the spouse, 
alone, and in all events, either during her 
lifetime or by her will, has power to appoint 
the entire corpus to herself or to her estate 
and no one else has power to appoint the 
corpus to any person other than the spouse. 
The property transferred from the decedent 
by such a trust created inter vivos or by 
will, if the property otherwise qualifies, can 
be deducted as a part of the marital de- 
duction. 


Similarly, the proceeds of insurance can 
be settled with the insurance company in 
favor of the surviving spouse in such man- 
ner as to qualify for the marital deduction, 
notwithstanding the fact that provision is 
made for distribution to others of the pro- 
ceeds remaining at the spouse’s death. The 
proceeds must be settled so as to be pay- 
able, or so that the interest thereon is pay- 
able, in installments to the spouse annually 
or more frequently, commencing not later 
than 13 months after the decedent’s death. 
All amounts payable during the surviving 
spouse’s lifetime must be payable only to 
such spouse, and the surviving spouse must 
have the power, acting alone and in all 
events, to appoint to such spouse, or to such 
spouse’s estate, all amounts payable under 
such contract, with no power in any person 


to appoint any amount payable under the 
contract to anyone other than such spouse. 

As has been stated, it may prove more 
flexible to use a revocable trust conforming 
to the marital-trust requirements to receive 
the proceeds of insurance on the decedent's 
life, but it is not necessary to do so. A set- 
tlement of the insurance proceeds under one 
or another of the options afforded by the 
policy in favor of the spouse, with gifts 
over on the spouse’s death, can be effec- 
tively utilized. While many _ insurance 
companies will not rewrite the policy so as 
to confer on the surviving spouse a power 
to appoint at the spouse’s death, adequate 
powers of complete withdrawal can be 
given the spouse during life which will fully 
satisfy the requirements that the spouse 
have the unqualified power to appoint to 
herself all amounts payable under the contract. 


I, myself, have some serious trouble with 
the so-called life-annuity options with in- 
stallments certain. In this I seem to stand 
alone. The Regulations are to the contrary 
and provide that it is enough if the power 
to take down extends to amounts held by 
the insurer which would otherwise be pay- 
able after the surviving spouse’s death. The 
power need not extend to _ installments 
which will be paid during the spouse’s life- 
time.** Nevertheless it is true that only the 
installments certain can be commuted by 
the spouse. If this is done and if the spouse 
survives the installment-certain period, the 
company is required by the contract to com- 
mence making payments again which are to 
continue for the remainder of the spouse’s 
life. Such resumed payment cannot be com- 
muted or appointed by the spouse, as seems 
to me is required by the language of the 
Code provision.” 

Fortunately, in many situations which 
have confronted me, it was desired that the 
beneficiary be able to withdraw in whole 
or in part and not be put to the election of 
withdrawing all or nothing, which is the 
only election permitted under the life-an- 
nuity options, at least by many companies. 
So, consequently, I have turned to the fixed- 
installment option, a fixed monthly amount 
payable until the funds and their accretion 
are exhausted. The period during which 
these payments can be expected to be paid 
can be readily ascertained from the monthly 
payments payable under the option provid- 
ing for payments for a specified length of 
time and can be made to last long enough 
to assure their continuance for life or for 
any desired period. With the flexibility of 





* See Regs. 105, Sec. 81.47(d). 


25 Code Sec. 812(e) (1)(G). 
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In most situations something less than 
the full 50 per cent marital deduction 
gives the greatest aggregate tax saving 
over the estate of the two spouses. 





amounts which can be withdrawn, this op- 
tion seems safe and adequate, if somewhat 
limited in scope. 


Of course one must still determine how 
much of the insurance, alone or with other 
property, is to be made deductible from the 
decedent’s estate and is to be later subjected 
to tax in the surviving estate 
(where it is taxable because owned out- 
right or because subject to a power of 
appointment causing it to be taxable) if, 
in fact, the other spouse does survive. The 
balance of the estate should be so handled 
as definitely not to qualify for the marital 
deduction. 


spouse’s 


As stated, in most situations something 
less than the full 50 per cent marital deduc- 
tion gives the greatest aggregate tax saving 
over the estate of the two spouses. For 
example, as an approximation for Illinois, if 
the first spouse had a $500,000 estate and 
the surviving spouse no estate, the combined 
tax on both estates, not using the marital 
deduction but avoiding pouring the prop- 
erty through two estates, would be some 
$130,000, including both federal and Illinois 
taxes, based on certain assumptions as to 
the disposition of the property to or for the 
use of other members of the family. If 
a 30 per cent marital deduction were used 
in the first spouse’s estate, the tax over the 


two estates would approximate $106,000 
($88,500 on the first estate), a saving of 
$23,000. If a 50 per cent marital deduction were 


provided, the aggregate tax would be some 
$110,000 ($62,000 on the first estate, $48,000 
on the second), and the saving over the two 
estates would only be some $19,000. If the 
surviving spouse had $100,000, the results are 
more dramatic. There would be no aggregate 
saving over the two estates even if a 30 per 
cent marital deduction were used (the tax 
on the first estate would be $88,000 and that 
on the second would be $48,000, for a total 
of $136,000 as compared to $129,000 on the 
first estate, with no marital deduction, and 
$7,000 on the second estate). With a full 
50 per cent marital deduction there would 
be an adverse effect of $4,000 ($62,000 on 
the first estate, being a postponement of 
$67,000, plus a tax on the second estate of 
$78,000). 


However, there are a lot of factors to 
consider. If the couple is young or lacking 
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liquidity, a postponement of $67,000 would 
be sufficiently advantageous to warrant the 
50 per cent marital deduction being taken in 
full. The postponed payment would pro- 
duce enough income, net after income taxes, 
to make up the adverse effect and more. 
But if taxes or the value of the property 
are going up, it would be better to pay 
taxes on more of the property in the first 
estate and on less of it in the second estate. 
If the marital-deduction property is going 
to be consumed by the surviving spouse for 
living expenses or is going to drop in value 
following the death of the first spouse to 
die, it would be better to include as much 
as possible in the marital deduction for the 
estate of the first spouse to die and dispose 
of the remainder of the estate by nonquali- 
fying testamentary trusts, giving income or 
corpus to the surviving spouse only if 
needed and/or providing immediately for 
the children. 

One can immediately see that if the sur- 
viving spouse will consume or give away 
the marital-deduction property instead of 
using up the income and principal (through 
encroachment clauses) of the remainder of 
the estate of the first spouse to die, there 
will be a real tax advantage. 

The settlement of insurance proceeds fits 
in well with this possibility. 

In addition, because life insurance, if pay- 
able other than to or for the benefit of the 
estate, is not taxable for Illinois inheritance 
taxes and because all the Iliinois inheritance 
taxes are not absorbed by the federal credit 
until the estate gets up to well over $1,000,000, 
barring special circumstances, and because 
the marital deduction reduces the federal 
tax without reducing the Illinois tax so that 
even less of it is absorbed, it is a surprisingly 
advantageous thing to have a nontaxable, 
for Illinois, item such as life insurance in 
the estate of the first spouse to die. It 
makes no difference whether it is used for 
the marital deduction so long as it is pay- 
able other than to the estate of the first 
spouse and so remains exempt. In the 
$500,000 estate, above, about $6,000 of un- 
absorbed Illinois tax would be saved if 
$100,000 of such estate were life insurance 
payable other than to the estate. 
estates, the percentage 
higher. 


In larger 
saving is even 


It will be recalled that, pursuant to Sec- 
tion 826 (c), unless the decedent directs 
otherwise in his will, the executor of an 
estate is entitled to recover from a benefi- 
ciary of insurance proceeds included in the 
gross estate for the purpose of the tax, such 
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portion of the total tax as such proceeds 
bear to the sum of the net estate plus the 
$60,000 exemption. There is a similar pro- 
vision with respect to property subject to a 
taxable power of appointment.” 

It may be of interest to note that recovery 
seemingly cannot be had from the insurance 
company. In West Coast Life Insurance 
Company v. Twogood, 50-1 ustc { 10,757, 83 
F. Supp. 710 (DC Calif., 1949), the court 
held that the insurance company was not 
required to hold back insurance proceeds 
subject to the tax but should distribute 
them to the beneficiaries from whom the 
executor could collect and against whom he 
had a right of personal action, but only 
after paying the tax which, apparently, was 
being contested. The court cited a number 
of the basic cases.” 

However, the sections in question, since 
their amendment by the 1948 act, now pro- 
vide that they are inapplicable to proceeds 
or property receivable by the surviving 
spouse for which a deduction is allowed 
under Section 812 (e), except as to the 
amount in excess of the aggregate amount 
of the marital deduction allowed with re- 
spect thereto, the insurance proceeds being 
first treated as included in the marital de- 
duction before the property subject to a 
power of appointment. There are some 
language difficulties, perhaps more apparent 
than real. Actually, in most cases, all the 
insurance proceeds held under the settle- 
ment options are not “receivable” by the 
surviving spouse, as is required before the 
express exclusion in Section 826 (c) applies. 
Nevertheless, Section 812 (e) (1) (G) pro- 
vides that if the conditions are met, the 
proceeds shall be considered as passing to 
the surviving spouse, at least for the pur- 
poses of subparagraph (A). This would 
seem determinative of the question, although 
the provision is tied to subparagraph (A). 


Subparagraph (E) of Section 812 (e) (1) 
would seem to require the value of property 
included in the marital deduction to be first 
reduced by the amount of the tax recover- 
able out of such property before determining 
the amount to be deducted. Consequently, 
in the freeing from the application of the 
charging provisions of Section 826 (c) of 
the amount for which a marital deduction 
is allowed, such section would seem to free 
only the reduced amount. Such an absurd 
result can hardly be expected to prevail. 
Nevertheless, unless there is some reasor 
why not, I prefer to provide in the will o 
the spouse in whose estate the marital de- 
duction will be sought that all estate and 
inheritance taxes be paid out of property 
separate and apart from the marital-deduc- 
tion property, for instance, out of the 
residuary estate, having first disposed of 
the marital-deduction property separately 


1 
f 


In conclusion, it is worth mentioning that 
Regulations 105, Section 81.47a, has been 
amended as of September 14, 1951,” to make 
it clear that both marital trusts and settle- 
ment of insurance proceeds are effective to 
provide a marital deduction, notwithstand- 
ing the fact that the trusts or settlements 
require the surviving spouse not to have 
died in a common disaster or to have sur- 
vived the decedent up to six months, as was 
theretofore permitted with respect to other 
transfers to the spouse under the provisions 
of the Code. However, if the marital de- 
duction is of dollar benefit over the twe 
estates, the survival clause should not be 
used, because the marital deduction is de- 
feated if the survival clause becomes op- 
erative, that is, where the spouse survives 
but dies in the prescribed time, but seem- 
ingly is not defeated if the survival clause 
is not used, although the surviving spouse 
does no more than survive the decedent by 


[The End] 


a moment. 


| STATE REVENUE SOURCES SHIFTING 


| ; 
| In six states, the major revenue-pro- 


ducing tax in 1951 was not the same 
as the tax that proved the best in fiscal 
1950, according to a _ study by the 
Bureau of the Census. 

The sales tax as revenue leader was 
replaced in Maryland by the income tax 
and in Alabama and Mississippi by the 
gasoline tax. 


The sales tax replaced the gasoline tax 
as the major revenue producer in Rhode 
Island, and sales tax collections substan- 
tially increased in Washington, Michigan, 
South Dakota, Ohio and Connecticut 

Both North Carolina and Virginia, 
which last year got their major receipts 
from the gasoline tax, in 1951 derived 
the best return from income taxes. 





ode Sec. 826(d). 

ee, also, Estate of Zahn, 48-1 ustc § 10,614, 
77 N. Y. S. (2d) 904, aff'd 49-2 ustc { 10,731, 
300 N. Y. 1, 87 N. E. (2d) 558 (1949). In 
Matthews, CCH Dec. 17,637(M), 9 TCM 397 


*C 
2S 





(1950), Judge Arnold thought that the bene 
ficiaries receiving insurance proceeds were liable 
for the estate taxes as ‘‘transferees.’’ 

2% See T. D. 5857, 1951-21-13680 (p. 10). 
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Tax Problems 


of OIL and GAS Ventures 


By EMORY S. NAYLOR, Jr., Attorney and CPA 


Member of the Chicago law firm 
of McDermott, Will and Emery 


\ ANY have been encouraged to partici- 
1 pate in oil and gas projects by the 
substantial tax benefits which are available. 
A number of them, however, have not un- 
derstood the tax risks which they were 
encountering and have therefore not taken all 
the necessary steps to protect their positions. 
The three most important tax benefits 
which are available to those holding inter- 
ests in oil and gas leases are probably the 
following: (1) the deduction which is al- 
lowed for intangible drilling and development 
costs, regardless of whether or not the well 
is productive,’ (2) the allowance of per- 
centage depletion* and (3) the taxpayer’s 
ability to deduct the remainder of his in- 
vestment as an ordinary loss on the aban- 
donment of a nonproductive property.’ 


The problems of the various participants 


in an oil and gas venture can perhaps best be 
seen by tracing a typical lease through its 
various stages up through and including its 


development. In the usual case the land- 
owner is entitled under the terms of the 
lease to receive one eighth of all the oil and 
gas* produced from the property. This 
expense-free interest which runs during the 


entire term of the lease is known as a 
royalty and the lessee’s interest is known as 
the working interest. For convenience, the 
working interest is frequently referred to 
as “the seven-eighths working interest.”* In 
some cases, in addition to the one-eighth 
retained royalty, the landowner will de- 
mand and receive a cash bonus in connection 
with the execution of the lease. In the 
words of the United States Supreme Court: 
“A bonus is not proceeds from the sale of 
property, but payment in advance for oil 
and gas to be extracted, and is therefore 
taxable income.”*® As part of the gross 
income from the property, it is subject to 
percentage depletion.’ The lessee, on the 
other hand, must treat the bonus as part 
of his lease cost.® - 


In many cases, where the lease contains 
no provision requiring immediate develop- 
ment, this work is deferred until other 
exploratory wells are drilled in the area. In 
such cases the lessee is frequently required 
to pay delay rentals in order to keep the 
lease in force. These payments “are made 

not for extracting the oil, gas or 
minerals, but for failing to do so.”*® They 





1 Regs. 111, Sec. 29.23(m)-16(b) (1). 

2 Code Sec. 114(b) (3). 

8 Code See. 23(e). Space will not permit an 
analysis of the cases dealing with the year of 
abandonment. 

*A number of leases provide for higher royal- 
ties, but the one-eighth lease is the most com- 
mon. A majority of the modern leases also 
cover casinghead gas and other hydrocarbon 
substances. 

5 Where the landowner's retained royalty is 
in excess of one eighth, the description of the 
working interest is changed accordingly. 
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6 Herring v. Commissioner, 35-1 ustc § 9012, 
293 U. S. 322, 324 (1934). This is sometimes 
also referred to as an advance royalty. 

7 Herring v. Commissioner, footnote 6. For 
the effect that this has on future depletion 
allowances, see footnote 26, below, and for the 
treatment where there is no ultimate produc- 
tion, see footnotes 28 and 29, below. 

® Regs. 111, Sec. 29.23(m)-10. 

®J. T. Sneed, Jr., CCH Dec. 9140, 33 BTA 
478, 482 (1935). 


are fully taxable to the lessor without any 
allowance for depletion ” and are deductible 
by the lessee.” 


Optional Deduction 
for Intangible Drilling 
and Development Expenses 


As pointed out above, the Regulations ” 
provide for the optional * deduction of all 
intangible drilling and development costs 
incurred by the owners of the working in- 
terest.* Generally the intangible drilling 
and development expenses are those ex- 
penditures which in themselves do not have 
a salvage value.” The deduction for these 
expenses is required to be reduced by the 
amount of any contributions received from 
adjoining property owners as Dry Hole or 
Bottom Hole money. 

The importance of this optional deduc- 
tion for intangible drilling and development 
expenses cannot be overemphasized since it 








” J. T. Sneed, Jr., footnote 9. 

1G. C. M. 11197, XII-1 CB 238; G. C. M. 
26526, 1950-2 CB 40. 

2 Regs. 111, Sec. 29.23(m)-16(b)(1). See 
Mahin, ‘‘Deduction for Intangibles,’’ Second 
Annual Institute on Oil and Gas Law and Tazxa- 
tion (1951), p. 367. Actually there is no direct 
authority for this deduction in the Internal 
Revenue Code, although a reference to the de- 
duction is contained in Code Sec. 433(b)(9). 
The basis for this deduction was questioned in 
F. H. E. Oil. Company v. Commissioner, 45-1 
ustc { 9200, 147 F. (2d) 1002 (CCA-5, 1945); 
rehearing 45-1 ustc {| 9280, 149 F. (2d) 238 (1945). 
Subsequent to this the Seventy-ninth Congress 
passed a joint resolution covering the matter, 
which is reproduced as 1945 CB 545. Subsequent 
to this the Fifth Circuit Court of Appeals 
pointed out in connection with a second motion 
for rehearing in the F. H. E. Oil case (45-2 
ustc § 9392, 150 F. (2d) 857 (1945)) that this 
Congressional resolution does not have the 
force and effect of law. For a discussion of 
some aspects of this case, see Beveridge, ‘‘The 
F. H. E. Oil Company Decision,’’ 23 TAxEs— 
The Tax Magazine 412 (1945); Murray, ‘‘Intan- 
gible Drilling and Development Costs of Oil 
and Gas Wells,’’ 26 TAxES—The Tax Magazine 
312 (1948). 

% The regulation also provides that at the 
option of the taxpayer these expenses may be 
capitalized and written off when any well is 
nonproductive or may be recovered through 
subsequent allowances for depletion and de- 
preciation. 

%*The regulation provides that the deduction 
may only be taken by an “‘operator,’’ which 
term is defined as ‘‘one who holds a working 
or operating interest in any tract or parcel of 
land either as a free owner or under a lease 
or any other form of contract granting working 
or operating rights.”’ 

% The option extends to ‘All expenditures 
made by an operator for wages, fuel, repairs, 
hauling, supplies, etc., incident to and necessary 
for the drilling of wells and the preparation of 
wells for the production of oil or gas . 





allows taxpayers to “drill out” their highest 
tax dollars with little actual cost to them- 
selves. A married taxpayer having $100,000 
of ordinary net income per year before 
taxes will be taxed at 75 per cent on his 
top dollar of income in 1952." If this same 
individual were to use part of his income 
to finance his participation in the drilling 
of an oil well, he would reduce his taxes by 
75 cents for each dollar so used ™ and there- 
fore the net cost to him would only be 25 
per cent of his investment. For an indi- 
vidual in the top bracket, the tax saving 
would be 92 cents and therefore the net 
after tax cost to that individual would only 
be eight cents out of each dollar advanced. 
In view of this tremendous: potential tax 
advantage which allows an individual to 
build up a substantial equity for himself 
and his heirs at a small cost to himself— 
something that he can do in few other fields 
—it is not surprising that interest in oil 
ventures has grown each time tax rates 
have been increased. 


They include the cost to operators of any drill- 
ing or development work (excluding amounts 
payable only out of production or the gross 
proceeds from production, and amounts prop- 
erly allocable to cost of depreciable property) 
done for them by contractors under any form 
of contract, including turnkey contracts. Ex- 
amples of items to which this option applies 
are, all amounts paid for labor, fuel, repairs, 
hauling, and supplies, or any of them, which 
are used (A) in the drilling, shooting and 
cleaning of wells; (B) in such clearing of 
ground, draining, road making, surveying, and 
geological work as are necessary in preparation 
for the drilling of wells; and (C) in the con- 
struction of such derricks, tanks, pipe lines, 
and other physical structures as are necessary 
for the drilling of wells and the preparation 
of wells for the production of oil or gas. In 
general, this option applies only to expenditures 
for those drilling and developing items which 
in themselves do not have a salvage value. For 
the purpose of this option labor, fuel, repairs, 
hauling, supplies, etce., are not considered as 
having a salvage value, even though used in 
connection with the installation of physical 
property which has a salvage value. Included 
in this option are all costs of drilling and de- 
velopment undertaken (directly or through a 
contract) by an operator of an oil and gas 
property whether incurred by him prior or 
subsequent to the formal grant or assignment 
to him of operating rights (a leasehold interest, 
or other form of operating rights, or working 
interest) ; . The option does not apply to 
any expenditure for wages, fuel, repairs, haul- 
ing, supplies, ete., in connection with equip- 
ment, facilities, or structures, not incident to 
or necessary for the drilling of wells, such as 
structures for storing or treating oil or gas. 
These are capital items and are returnable 
through depreciation.”’ 

16 Revenue Act of 1951, Sec. 101. 

17 Unless his deductions were so extensive as 
to put him in a lower bracket. He would, of 
course, have a capital investment for his share 
of the equipment. 
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It is not the purpose of this article to cover 
the special tax problems of drilling con- 
tractors or of oil companies engaging in 
exploratory work. For discussions of these 
and other problems, see Second Annual 
Institute on Oil and Gas Law and Taxation 
(1951); Miller, Oil and Gas Federal In- 
come Taxation (Second edition, 1951); 
Beveridge, Federal Taxation of Income 
from Oil and Gas Leases (1948). 





All is not gold that glitters, however, 
since in the case of assignments of undi- 
vided fractional parts of the working in- 
terest it is quite common for the assignee 
to be required to pay more than his pro rata 
share of the cost of cutting the first hole in 
order to compensate the assignor for accu- 
mulating the leases and for arranging the 
transaction. From the assignee’s standpoint 
this practice, no matter how logical, involves 
certain risks since the Regulations * contain 
an exception limiting the deductibility of 
intangible drilling costs; 


“ 


where any drilling or development 
project is undertaken for the grant or 
assignment of a fraction of the operating 
rights, only that part of the cost thereof 
which is attributable to such fractional in- 
terest is within this option. costs of 
the project undertaken, including depreciable 
equipment furnished, to the extent allocable 
to fractions of the operating rights held by 
others, must be capitalized as the deplet- 
able capital cost of the fractional interest 
thus acquired.” 

Assume under this provision that a group 
were to acquire one half of the seven-eighths 
working interest in a lease under an agree- 
ment requiring them to pay three fourths 
of the drilling costs. If these costs aggre- 
gated $20,000, their share would be $15,000. 
Of this they would be entitled to deduct 
only $10,000 and they would be required to 


capitalize the remaining $5,000. This limita- 
tion on the tax benefits of the nonoperating 
participants can be of the utmost importance 
where one of their principal reasons for 
entering into the transaction is to secure 
the tax deductions. In this connection it 
should be noted that the larger the free 
rides, promotion charges, etc., which are 
borne by the nonoperating participants, the 
greater will be the disallowance under this 
provision with the consequent reduction in 
the tax benefits. Fortunately there are other 
methods of financing which are available to 
minimize this risk where these free rides 
create too burdensome a tax problem. 


In order to insure the right to deduct 
any intangible drilling expenses, it is well to 
include a formal election with the taxpay- 
er’s return during the first year in which 
he is eligible to claim this deduction, since 
otherwise he may be denied the benefits of 
this deduction in that and all succeed- 
ing years.” 


Allowance for Depletion 


The Supreme Court has said that deple- 
tion is allowed in “every case in which the 
taxpayer has acquired, by investment, any 
interest in the oil in place, and secures, by 
any form of legal relationship, income de- 
rived from the extraction of the oil, to which 
he must look for a return of his capital.” ” 


Depletion may be computed on the tax- 
payer’s cost™ of the property” or if it is 
more beneficial, he is given the right, by 
statute, to deduct the lesser of 2714 per cent 
of the gross income or 50 per cent of the net 
income from the property (computed with- 
out allowance for depletion).” In determin- 
ing the “gross income” from the property 
for purposes of computing the allowable 
percentage depletion, it is possible to add 
back all severance taxes imposed on the 
owners, even though they were withheld 
by the purchaser of the oil.* At the same 
time, however, it is necessary to exclude all 





1’ Regs. 111, Sec. 29.23(m)-16(b) (1) (i). 

1” Regs. 111, Sec. 29.23(m)-16(b)(4) provides: 
“The absence of a clear indication in such re- 
turn of an election to deduct as expenses in- 
tangible drilling and development costs shall 
be deemed to be an election to recover such 
costs through depletion to the extent that they 
are not represented by physical property, and 
through depreciation to the extent that they are 
represented by physical property. This election 
is binding for all subsequent years.”’ 

0 Palmer v. Bender, 3 ustc { 1026, 287 U. S. 
551, 557 (1933). On this subject generally, see 
Seale, ‘‘Problems of Depletion in Oil and Gas 
Leases,’’ Second Annual Institute on Oil and 
Gas Law and Taxation, p. 351 (1951). Also 
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see Ray, ‘‘The Attack on Percentage Deple- 
tion,’’ p. 531 of the same volume. Periodic 
bills have been introduced to cut this allowance 
and on October 23, 1951, another one—H. R. 
5856—was introduced to cut the allowance from 
27% per cent to 15 per cent. See The Oil 
Daily, October 24, 1951. 

21 Code Sec. 23(m). 

22 The determination of what is a ‘‘property’’ 
cannot be covered at this point because of 
space limitations. For a discussion of this 
matter see Miller, Oil and Gas Federal Income 
Taxation (2nd Ed., 1951), pp. 79-89. 

23 Code Sec. 114(b) (3). 

24 This is based on the theory that these taxes 
are being paid on behalf of the owners. 
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sums attributable to the interest of others, 
such as the royalty owners, where the re- 
cipient of these payments is himself entitled 
to claim depletion. This exclusion is based 
on the premise that only a single depletion 
deduction is allowable. In this connection 
the Supreme Court has said: 

“At all events, as the section must be 
read in the light of the requirement of ap- 
portionment of a single depletion allowance, 
we are unable to say that the Commissioner 
erred in holding that for the purpose of 
computation ‘gross income from the prop- 
erty’ meant gross income from production 
less the amounts which the taxpayer was 
obliged to pay as royalties. The apportion- 
ment gives respondent 27% per cent of the 
gross income from production which it had 
the right to retain and the assignor and 
lessor respectively 27% per cent of the roy- 
alties they receive.” * 

The extent to which the authorities have 
applied this principle—that only a single 
depletion deduction is allowable—is illus- 
trated by the fact that the “gross income” 
from the property for purposes of comput- 
ing the allowable percentage depletion must 
also be reduced by a pro rata part of any 
bonus paid to secure the lease. This results 
from the fact that the royalty owner is en- 
titled to a depletion deduction on the bonus ™ 
and this adjustment therefore has the effect 
of avoiding a similar allowance to the own- 
ers of the working interest on this part of 
the oil. 





A further illustration of the government's 
attempt to limit percentage depletion to a 
single deduction for oil actually produced 
is the provision of the Regulations * which 
has been upheld by the courts” to the 
effect that “If for any reason any grant of 
mineral rights expires or terminates or is 
abandoned before the mineral which has 
been paid for in advance has been extracted 
and removed, the grantor shall adjust his 
capital account by restoring thereto the 
depletion deductions made in prior years 
on account of royalties on mineral paid for 
but not removed, and a corresponding amount 


must be returned as income for the year in 
which such expiration, termination, or aban- 
donment occurs.” 


Percentage depletion may be taken even 
though the taxpayer has no remaining cost 
basis.” If, however, the property has no 
net income, there can be no percentage de- 
pletion, because as pointed out above, it is 
subject to the limitation that it cannot ex- 
ceed 50 per cent of the net income computed 
without allowance for depletion. In this 
connection it should be noted that in deter- 
mining the net income from the property, 
the taxpayer is required to include all the 
applicable intangible drilling and develop- 
ment expense which he has written off dur- 
ing the taxable year,” with the result that 
percentage depletion may be unavailable on 
those properties where substantial develop- 
ment expenses have been incurred during 
the taxable year. 


Methods 
of Financing Development 


In order to finance the development of 
oil properties, it is frequently necessary to 
divide up the working interest. The sim- 
plest method of handling this is to assign 
an undivided part to each of the partici- 
pants; however, as has already been pointed 
out, this may create questions where some 
of them are required to pay more than their 
pro rata share of the drilling and develop- 
ment costs. Other types of financing are 
also available and may prove desirable in 
some of these situations. 


Where the owner of a lease desires to 
keep an interest but does not wish to share 
in the future expenses of development, he 
may retain an oil payment or an overriding 
royalty interest. An oil payment is the 
right to receive a given fractional part of 
the oil produced from the property until 
the total proceeds going to the holder have 
reached a prescribed amount. Sums received 
under an interest of this type are held to 
be ordinary income subject to depletion un- 





% Twin Bell Oil Syndicate v. Helvering, 35-1 
ustc 7 9014, 293 U. S. 312, 321 (1935). 

% Quintana Petroleum Company v. Commis- 
sioner, 44-2 ustc { 9380, 143 F. (2d) 588 (CCA-5, 
1944). 

™ See footnote 7. 

28 Regs. 111, Sec. 29.23(m)-10(c). 

2 Sneed v. Commissioner, 41-1 ustc { 9450, 
119 F. (2d) 767 (CCA-5, 1941), cert. den. 314 
U. S. 686 (1941). Also see Douglas v. Com- 
missioner, 44-1 ustc { 9326, 322 U. S. 275 (1944). 

*®In Rowan Drilling Company v. Commis- 
sioner, 42-2 ustc { 9628, 130 F. (2d) 62, 66 


(CCA-5, 1942), the court said: ‘‘The fact that 
this taxpayer, having recouped his entire in- 
vestment in 1931, had no basis for depletion in 
1932 is of no consequence, since the percentage 
depletion allowance is not conditioned upon the 
existence of any basis, and bears no relation 
thereto. Under the plain terms of the statute, 
it is allowable to any taxpayer who. . . derives 
income therefrom during the taxable year.” 

%1 Regs. 111, Sec. 29.23(m)-1(g). Also see 
G. C. M. 22956, 1941-2 CB 103. 
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less they are pledged for use in developing 
the property, in which case no income is 
realized. An exception is made where the 
seller of the property reserves an oil pay- 
ment and is also given additional security 
ra guarantee of payment from some other 
source. In this case he will not be allowed 
any depletion deduction ® and the oil pro- 
ceeds which are applied on the oil payment 
will be taxed to the purchaser of the working 
interest which is subject to the payment.* 


Sometimes the original assignee may re- 
tain what is known as an overriding royalty 
interest. This is merely an oil payment of 
unlimited duration. The characteristics of 
an “override” are quite analogous to those 
of the basic royalty retained by the land- 
owner. It is generally not considered to be 
a part of the working interest from which it 
is created, and therefore even though it is 
an expense free interest, it would not create 
the tax problems outlined above for the 
other participants merely because they were 
required to pay all of the expenses of de- 
veloping the property. It can, however, be 
the source of serious tax problems where it 
is retained in connection with the assign- 
ment of part or all of the working interest. 
Thus, if an individual were to acquire the 
entire seven-eighths working interest in the 
lease for a cash payment of $10,000 and 
were then to proceed to sell this same lease 
for $10,000, retaining, for example, a one 
sixteenth of seven-eighths overriding royalty 
interest, the courts have held that for fed- 
eral income tax purposes the assignor has 
made a sublease.” Therefore the “bonus” 
received for the execution of this sublease 
is, like the bonus received by the landowner 
for executing the original lease, taxable as 
ordinary income.” As such it would prob- 




















































ably be subject to percentage depletion of 
27% per cent™ or $2,750, with the result 
that he would have realized ordinary in- 
come ® of $7,250 on the sale even though his 
actual profit was only the fair market value 
of the override. In this case the individual’s 
cost of his working interest is considered 
to be applicable to his retained overriding 
royalty interest. The dangers in a situation 
of this type are obvious. 


If the original assignee wants to, he may 
retain what is known as a “carried interest.” 
This is where one party agrees to pay the 
development and operating expenses of one 
or more of the other participants pursuant 
to an agreement whereby the party advanc- 
ing the funds is to be reimbursed for the 
carried party’s share of the expense from 
and only from the production attributable 
to such carried party’s interest in the prop- 
erty. These interests may be for the entire 
life of the lease or for some limited period 
of time, such as for the first well on the 
property. This arrangement is not unlike 
a loan repayable only out of future produc- 
tion, if any, and the courts have generally 
treated it in this fashion, holding that the 
carried party was entitled to deduct his 
share of the drilling costs even though he 
made no cash contribution™ and that he 
had income to the extent of his proportion 
of the oil runs, even though these were, 
pursuant to the agreement, retained by the 
party making the advances.” This results in 
the carried party taking a deduction for 
intangible drilling expenses during the pe- 
riod when the drilling is carried on and 
being taxed on oil runs during periods when 
he may not be receiving any cash income 
from the property. It also raises the in- 
teresting question of whether in the case 





2G. C. M. 22730, 1941-1 CB 214; G. C. M. 
24849, 1946-1 CB 66. Also see I. T. 4003, 1950-1 
CB 10. See Miller, ‘‘Selling ‘Oil Payment’,’’ 27 
Taxes—The Tax Magazine 185 (1949). Fora 
discussion of the older contrary authorities see 
Eaton, ‘‘Taxation of Oil Payments,’’ 19 TAxES— 
The Tax Magazine 661 (1941). 

3 Anderson v. Helvering, 40-1 ustc § 9479, 310 
U.S. 404 (1940). 

% Anderson v. Helvering, footnote 33. This 
is premised on the theory that depletion is only 
allowed where the recipient is dependent en- 
tirely upon the production of oil or gas for 
the deferred payments since the other situations 
are more analogous to a purchase money obli- 
gation which is secured by an oil payment and 
Since otherwise a double depletion deduction 
might be allowed in some cases. 

%In Hogan v. Commissioner, 44-1 ustc { 9217, 
141 F. (2d) 92, 94 (CCA-5, 1944), cert. den. 323 
U. S. 710 (1944), the court said: ‘‘When the 
owner and operator of a producing oil and gas 
lease assigns and transfers it for cash and 
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the payment of an overriding royalty, he re- 
tains an economic interest in the oil and gas in 
place which will be depleted by production. 
The cash bonus received by him is treated as 
advance royalty with the same tax incidence.” 


% Hogan v. Commissioner, footnote 35. Also 
see footnote 6. 


**Cost depletion would be inapplicable and 
unless the other income and expense from the 
property during that part of the taxable year 
before the transaction were high, it would be 
unlikely to be affected by the 50 per cent rule. 

% Hogan v. Commissioner, footnote 35, and 
footnote 6. 

% Reynolds v. McMurray, 3 ustc { 981, 60 F. 
(2d) 843 (CCA-10, 1932), cert. den. 287 U. S. 
664 (1932); J. 8. Abercrombie Company, CCH 
Dec. 15,218, 7 TC 120 (1946), aff'd 47-2 ustc 
| 9301, 162 F. (2d) 338 (CCA-5, 1947). But see 


Sunburst Oil and Refining Company, 23 BTA 
829 (1931). 


© Reynolds v. McMurray, footnote 39. 





































































































of an incomplete pay-out, the carried party 
must report as income the difference be- 
tween the deductions taken and the income 
reported when there is no further prospect 
of production." The present position of the 
government in connection with the tax treat- 
ment of carried interests is not entirely clear, 
but it would appear that there is a tendency 
to adopt the view of the courts on this 
matter.” 


Sometimes the original assignee may re- 
tain what is known as a net profit interest. 
This is an agreement under which one or 
more of the parties are to receive a share 
of the proceeds from the sale of the pro- 
duction less a proportionate part of the 
operating expenses. In the past there has 
been considerable litigation and confusion 
concerning the tax effects of such an ar- 
rangement, and while some light has been 
shed on the matter by several recent Su- 
preme Court cases,“ the subject is still far 
from settled. Most of the original difficulty 
in this field centered around the question 
of whether or not receipts under a net profit 
arrangement could be classed as proceeds 
from the sale of that or some other prop- 
erty and therefore treated as a capital gain 





not subject to depletion, or whether these 
proceeds should be taxed as ordinary in- 
come subject to depletion.“ It now appears 
reasonably settled, however, at least where 
the recipient of the net profit payments had 
an interest in the lease prior to the creation 
of such net profit arrangement, and prob- 
ably in all cases,” that the recipient of a net 
profit payment should report this as ordi- 
nary income and that he is entitled to take 
percentage depletion on it.“ The taxpayer’s 
gross income from the property for deple- 
tion purposes is deemed to be his net pro- 
ceeds which he receives under his net profit 
arrangement rather than his share of the 
gross oil runs before reduction for operating 
expenses.” 


Operating Problems 


It is obviously impossible to attempt in 
this article to cover the tax problems in- 
herent in all the various day-to-day operat- 
ing situations including the usual run of 
questions relating to what items must be 
expensed “ and which items must be capi- 
talized.” It is dfmportant to note, however, 





“1 This would be analogous to the restoration 
of depletion taken on bonuses where the lease 
is ultimately canceled without production. See 
footnotes 28 and 29. 

“In G. C. M. 22730, 1941-1 CB 214, the gov- 
ernment took the position that the carried 
interest extending throughout the life of the 
lease was in effect a mere deferred right to 
share in the income of the property and that 
until such right came into being the owner was 
entitled to no deductions and was taxable on 
none of the income from the property. This 
conflict between the courts and the government 
resulted in considerable confusion, and the 
government's present position has not been 
entirely clarified by its acquiescence in the Tax 
Court case of J. S. Abercrombie & Company, 
footnote 39, which appears at 1949-1 CB 1 
where it withdrew the previous nonacquiescence 
appearing at 1946-2 CB 6. This is particularly 
true since G. C. M. 22730, its last ruling on 
the subject, has not been modified. 

8% Kirby Petroleum Company v. Commissioner, 
46-1 ustc 9149, 326 U. S. 599 (1946); and 
Burton-Sutton Oil Company, Inc. v. Commis- 
sioner, 46-1 ustc { 9243, 328 U. S. 25 (1946). 

“ Helvering v. O’Donnell, 38-1 ustc { 9156, 303 
U. S. 370 (1938); and Helvering v. Elbe Oil 
Land Development Company, 38-1 vustc { 9155, 
303 U. S. 372 (1938). 

4 This depends on whether the O’Donnell and 
Elbe cases are still good law, it being the 
author’s opinion that they are probably not. 
This view is given support by the statement in 
Burton-Sutton Oil Company v. Commissioner, 
footnote 43, where the Supreme Court said: 
“It seems generally accepted that it is the 
owner of a capital investment or economic 
interest in the oil in place who is entitled to 
the depletion. Whether the instrument 
creating the rights is a lease, a sublease or an 





assignment has not been deemed significant 
from the federal tax viewpoint in determining 
whether or not the taxpayer had an economic 
interest in the oil in place.’’ 

* An interesting recent case on this point 
is Parr v. Scofield, 50-2 ustc § 9520, 185 F. (2d) 
535 (CCA-5, 1950), cert. den. 340 U. S. 951 (1951), 
where the court refused to allow depletion 
where payments covering net profits over a 
period of years were received in settlement of 
litigation. In this case the court said: ‘‘The 
appellants are entitled to no depletion deduc- 
tion, because they had no known, established, 
or legally recognized interest until the litiga- 
tion in the state court was determined. The 
amount paid to Parr by Hamill & Smith rep- 
resenting past profits, earned by them before 
his interest in the property was established, 
was not depletable income in Parr’s hands.”’ 

47 Commissioner v. Felix Oil Company, 44-2 
ustc f 9434, 144 F. (2d) 276 (CCA-9, 1944). 

# Regs. 111, Sec. 29.23(m)-16(b)(3) (ii) pro- 
vides: ‘‘Expenditures which must be charged 
off as expense . . are those for labor, fuel, 
repairs, hauling, supplies, etc., in connection 
with the operation of the wells and of other 
facilities on the property for the production of 
oil or gas.”’ 

# Regs. 111, Sec. 29.23(m)-16(b)(3)(1) pro- 
vides: ‘‘The option with respect to intangible 
drilling and development costs does not apply to 
expenditures by which the taxpayer acquires 
tangible property ordinarily considered as hav- 
ing a salvage value. Examples of such items are 
the costs of the actual materials in those struc- 
tures which are constructed in the wells and 
on the property, and the cost of drilling tools, 
pipe, casing, tubing, tanks, engines, boilers, 
machines, etc. The option does not apply to 
any expenditure for wages, fuel, repairs, haul- 
ing, supplies, etc., in connection with equip- 
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that several years ago considerable furor 
was created by the issuance of I. T. 3930,” 
which was subsequently clarified and ex- 
panded by I. T. 3948." The effect of these 
two rulings was to require that each par- 
ticipant have the right (which he need not 
exercise) to receive his oil in kind and, with 
minor exceptions, to prevent the appoint- 
ment of joint agents to dispose of the oil 
and gas produced. The penalty for violating 
these rulings is that the various participants 
may be held to have formed an association 
which is taxable as a corporation. If this 
were sustained by the courts, it would have 
the effect of denying many tax benefits to 
the individuals concerned.” As a practical 
matter, however, it is doubted whether 
these rulings have had any real effect on 
industry practices other than to require an 
additional paragraph in operating agreements. 


Importance of Tax Planning 


The owner of oil and gas properties has 
perhaps a better opportunity of legitimately 
controlling his taxable net income by care- 
ful planning than has the owner of any 
other business. This is the result of a 
number of the rules already referred to. 
The participant can decrease his income by 
increasing his drilling activity with a result- 


ing increase in his intangible drilling deduc- 
tions, and as already noted, the participant 
can increase his income if he so desires ® 
by means of sales of oil payments which 
will result in ordinary income to the selling 
participant in the year of sale. In addition, 
it is important frem a tax standpoint for 
each taxpayer carefully to plan his drilling 
activity on each of his properties. If the 
taxpayer should drill one well on a given 
property each year for three years, the 
intangible drilling deductions incident to 
the drilling of these wells might well be 
sufficient to offset completely the income 
fromsthe sale of the oil, with the result that 
in all three years there would be no net 
income from the property and hence no 
percentage depletion,” whereas on the other 
hand, if the drilling were all done in one 
year, the percentage depletion in the follow- 
ing years would be available. 


In view of the above, it is not hard to 
understand why so many taxpayers have 
been lured into participation in oil and gas 
ventures by the substantial tax benefits, and 
it is of the utmost importance that these 
individuals’ tax advisers keep a careful 
check on their clients’ oil ventures in 
order to see that the maximum tax benefits 
are obtained and that the tax risks are 


minimized. [The End] 
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S. 17, which would establish an Adminis- 
tration Rules Commission; S. 1770, which 
would amend the Administrative Procedure 
Act; H. Res. 364, which would create a com- 
mittee to investigate educational and phil- 
anthropic foundations now exempt from 
federal taxation; H. R. 3168, which would 
limit the maximum adjustment of basis on 
account of depreciation for taxable years 
beginning after 1947; H. R. 5048, which 





(Footnote 49 continued) 
ment, facilities, or structures, not incident to 
or necessary for the drilling of wells, such as 
structures for storing or treating oil or gas. 
These are capital items and are returnable 
through depreciation.’’ 

50 1948-2 CB 126. 

51 1949-1 CB 161. 

8% In addition to the loss of many of the tax 
benefits discussed in this article, this might 
also conceivably result in the association being 
taxed as a personal holding company under the 
terms of Sec. 502(h) of the Internal Revenue 
Code dealing with ‘‘mineral oil or gas royal- 
ties." In this connection, it should be noted 
that the word ‘‘royalties’’ as used in this sec- 
tion may have a broad meaning. See Commis- 
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would amend Code Section 3748 (a) as to 
time to be disregarded in determining the 
six-year period of limitation on prosecution 
of criminal offenses arising under the in- 
ternal revenue law. 


The Supreme Court 


Certiorari has been applied for in the 
following cases: 





sioner v. Clarion Oil Company, 45-1 ustc { 9218, 
148 F. (2d) 671 (CA of DC, 1945), cert. den. 
325 U. S. 881 (1945). 

°% This may be particularly advantageous 
where, because of the required drilling com- 
mitments or other reasons, the participant has 
an abnormally low income or even a prospective 
loss in a taxable year. 

54 As noted above, the percentage -depletion 
under Code Sec. 114(b)(3) is limited to 27% 
per cent of the gross income or 50 per cent of 
the net income, whichever is less. Since the 
intangible drilling deductions are considered 
in computing the net income of the property, 
it is not uncommon for the property to show a 
loss during a year in which there is any drill- 
ing activity. 
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U. v. Bloom, 51-1 ustre § 9248. The New 
York Court of Appeals held that claims for 
taxes against a taxpayer who has made a 
general assignment for the benefit of credi- 
tors bear interest only to the date on which 
the assignment was filed, and not to the 
date of payment of the claims. 

U. S. v. Edens, 51-1 ustc § 9344. The 
United States Court of Appeals for the 
Fourth Circuit held that the federal govern- 
ment was entitled to interest on tax claims 
in a Chapter X proceeding in bankruptcy 
only to the date of the filing of the petition 
in reorganization, and that there is no 
ground for distinction between Chapter X 
and straight bankruptcy proceedings with 
respect to post-bankruptcy interest on tax 
claims. 


The Secretary 


The Treasury Department has issued 
several new tax forms. You will be paying 
higher taxes this year, but at least the 
computation on Form 1040 will be easier. 
For example, there is only one computation 
for taxpayers in the $2,000 bracket. 

Schedule C has been reissued but it is the 
same as the earlier 1951 revision except for 
two changes: (1) The computation of self- 
employment income subject to tax (where 
over $3,600—Item 30 (b)) has been clari- 
fied; (2) Instructions “Exclusions,” Item 
7, concerning property gains and _ losses, 
refer generally to Section 117 (j) items, not 
just to timber, in “B” of Item 7. 


STATEMENT OF THE aye YERSHIP, MAN- 
AGEMENT, AND CIRCULATION REOU IRED 
BY THE ACT OF CONGRESS OF AUGUST 
24, 1912, AS AMENDED BY THE ACTS OF 


MARCH 3, 1933, AND JULY 2, 1946 (Title 39, 

United States Code, Section 233) 

Of TAXES (THE TAX MAGAZINE) published 
monthly at Chicago, Illinois, for October 1, 1951. 

1. The names and addresses of the publisher, 
editor, managing editor, and business managers are: 

Publisher: Commerce Clearing House, Inc., Chi- 
cago 1, Lllinois. 
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Managing Editor: Paul Schweikert, Chicago 1, 
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Business Manager: George J. Zahringer, Chicago 1, 
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2. The owner is: (If owned by a corporation, its 
name and address must be stated and also immedi- 
a © thereunder the names and addresses of stock- 
holders owning or holding 1 percent or more of 
total amount of stock. If not owned by a corpora 
tion, the names and addresses of the individual 
owners must be given. If owned by a partnership 
or other unincorporated firm, its name and address, 
as well as that of each individual member, must 
be given.) Commerce Clearing House, Inc., 2° 
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tion Trust Co. (N. J.), 15 Exchange Place, Jersey 
City, N. J.; The Corporation Trust Co. (N. Y.), 120 
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Also just released is the new individual 
income tax return schedule for computation 
of gain or loss from sales, exchanges, ete. 
—Schedule D, Form 1040. 

The form for reporting the new 10 per 
cent wagering tax is Forin 11-C. 

Revised Form 1096, the recouciliation 
form, and Form 1099, the individual infor- 
mation return form, have been released. 
They do not have to be filed until February 
28, 1952. The general rules for filin Foon 
1099 remain unchanged and it must filed 
where wages of $600 or more (not subject 


1 
D 


to withholding) are paid, or where interest, 
rental, etc., payments totalling $600 or more 
are made. Dividends (other than distribu- 
tions in liquidation), regardless of amount, 
must be reported, except that in e case 
of a building and loan association, a cooper- 


ative bank, a homestead association, a credit 
union, a savings and loan association, or a 
corporation described in Code Section 101 
(10), (12) or (13), making a payment of a 
lividend or a distribution to any share- 
iolder, an information return 
dered only in the case of payments totalling 
$100 or more. 


shall be ren- 


A new Form 1099L has also been re- 
leased. This form must be filed by every 
corporation making any distribution in li 
dation of its capital stock and must be pre- 
pared for each shareholder to whom such 
distribution amounting to $600 or more was 
made during the calendar year 1951, unless 
information is filed on such distribution under 
Code Section 112 (b) (6), 112 (g) or 371. 





Broadway, New York, N. Y.; Justus L. Schlichting, 
Chicago, Illinois; Mrs. Daryl Parshall, Millbrook, 
N. Y.; Oakleigh Thorne, Millbrook, N. Y. 


3. The known bondholders, mortgagees, and other 
security holders owning or holding 1 percent or more 
of total amount of bonds, mortgages, or other securt- 
ties are: (If there are none, so state.) None. 


4. Paragraphs 2 and 3 include, in cases where 
the stockholder or security holder appears upon the 
books of the company as trustee or in any other 
fiduciary relation, the name of the person or cor- 
poration for whom such trustee is acting; also the 
statements in the two paragraphs show the affant’s 
full knowledge and belief as to the circuimstances 
and conditions under which stockholders and secu- 
rity holders who do not appear upon ee books of the 
company as trustees, hold stock and securities in a 
capacity other than that of a bona fide owner. 

5. The average number of copies of each issue 
of this publication sold or distributed, through the 
mails or otherwise, to paid subscribers during the 
12 months preceding the date shown above was: 
(This information is required from daily, weekly, 
semlweekly, and triweekly newspapers only.). 

Henry L. Stewart, 
Editor. 


Sworn to and subscribed before me this 27th day 
of September, 1951. 
[Seal] Lester Jot nson . 
(My commission expires Nov. 14, 1953.) 
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Introduction to Part Il 


of the Excess Profits Tax Act of 1950 


By PAUL T. KESSLER, Jr., Attorney and CPA 
Winston, Strawn, Black & Towner, Chicago 


3 ROADLY STATED, Part II of the 
) Excess Profits Tax Act of 1950 sets 
forth the rules to be used in determining 
the excess profits credits based on income 
of corporations which have been parties to 
nontaxable transactions under which either 
(a) one or more corporations absorbs one 
or more corporations or one or more part- 
nerships (completely or partially) or (b) a 
corporation becomes a successor to a sole 
proprietorship. Such transactions are usu- 
ally referred to as “Part II transactions.” 
Under Part II, a corporation which ac- 
quires assets in a Part II transaction is 
known as an “acquiring corporation” and 
a corporation, partnership or sole proprie- 
torship which parts with assets in a Part II 
transaction is a “component corporation.” 
Every corporation which is a party to a 
Part II transaction, except in the limited 
number of instances discussed hereinafter, 
must compute its income credit under the 
provisions of Part II. The purpose of Part 
II is to give an acquiring corporation the 
benefit of its predecessor’s base-period ex- 
perience in connection with the determina- 
tion of its income credit. However, Part II 
also contains many provisions restrictive in 
character which are designed to prevent an 
acquiring corporation from obtaining un- 
warranted benefits from its predecessor’s 
experience. 


ACQUIRING AND COMPONENT 
CORPORATIONS 


Definitions 


Code Section 461(a) defines an acquiring 
corporation as one which has acquired: 


(1) substantially all the properties of a 
component corporation where the whole or 
a part of the consideration for the transfer 
of such properties is the transfer to the 
component corporation of all the acquiring 
corporation’s stock of all classes (except 
qualifying shares); 


(2) substantially all the properties of the 
component corporation where the sole con- 
sideration for such transfer (except for the 
assumption of obligations) is voting stock 
of the acquiring corporation; 

(3) on or before December 1, 1950, prop- 
erties of the component corporation solely 
(except for the assumption of obligations) 
as paid-in surplus or as a contribution to 
capital in respect of voting stock owned by 
the component corporation if (a) the acqui- 
sition occurs on or before December 1, 
1950, (b) the component corporation is 
forthwith completely liquidated as part of 
the plan and (c) the whole transaction has 
the effect of a statutory merger or con- 
solidation; 

(4) substantially all the properties of a 
partnership or a sole proprietorship wholly 
or partially in exchange for its stock or 
securities in a tax-free exchange; ’* 


(5) properties from a component corpo- 
ration in a nontaxable liquidation under 
Internal Revenue Code Section 112(b)(6); 


(6) properties of a component corpora- 
tion or corporations in a statutory merger 
or consolidation; and 


(7) properties either from one or more 
corporations or from one or more partner- 
ships or from one or more corporations and 





1Code Sec. 461 (a) (1) (D) covers an ex- 
change ‘“‘to which Section 112 (b) (5), or so 
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much of Section 112 (c) or (d) as refers to 
Section 112 (b) (5) is applicable.”’ 
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one or more partnerships (other than from 
a corporation exempt under Section 101) in 
a tax-free exchange.” 

The third type of transaction set forth 
above relating to the acquisition of prop- 
erties as paid-in surplus or as a contribution 
to capital is intended to qualify transac- 
tions which were consummated not later 
than December 1, 1950, in certain states 
which do not have statutory provisions for 
mergers and consolidations. The transac- 
tions referred to in item (7) were not cov- 
ered by the World War II excess profits 
laws and constitute an important addition 
to the present act. For example, this provi- 
sion covers a transaction whereby Corpora- 
tion A transfers a part of its assets to 
newly formed subsidiary Corporations B 
and C. Corporations B and C are consid- 
ered acquiring corporations for the purposes 
of Part II. This provision also embraces 
the type of corporate reorganization com- 
monly known as a split-up where the assets 
of a corporation are split up among two or 
more newly formed corporations followed 
by the liquidation of the corporation orig- 
inally transferring the assets.* Because of 
the special problems involved in determin- 
ing the income credit of acquiring and com- 
ponent corporations which have entered 
into a transaction qualifying as a Part II 
transaction under this provision only, such 
transactions are, to a large extent, governed 
by special rules under Part II. For this 
reason transactions qualifying only under 
this provision will be referred to hereinafter 
as “partial transfers” while all other Part 
II transactions will be referred to as “com- 
plete transfers.” 


Under Part II a component corporation 
is defined as the transferor corporation, 
partnership or sole proprietorship in a Part 
II transaction.* For example, if substan- 
tially all of the assets of Corporation A are 
transferred to Corporation B solely in ex- 
change for a part or all of B’s voting stock, 
A is the component corporation and B is 
the acquiring corporation. If Corporation 
A transfers only a part of its assets to Cor- 
poration B in a tax-free transaction, A is 
the component corporation and B is the 
acquiring corporation. In all cases under 
Part II it is immaterial, in determining the 
income credit of an acquiring corporation 





following a Part II transaction, whether or 
not the component corporation is liquidated 
and dissolved as a part of the transaction 
or thereafter except in the case where, prior 
to December 1, 1950, a component corpo- 
ration transferred its properties to an ac- 
quiring corporation solely as paid-in surplus 
or as a contribution of capital. In this case, 
as brought out above, the act requires that 
the component corporation be liquidated as 
a part of the same transaction in order for 
such transaction to qualify under Part I] 


Partnerships 
and Sole Proprietorships 


A partnership may be a component cor- 
poration in a Part II transaction involving 
either a complete or partial transfer.® For 
the purposes of Part II a partnership in- 
cludes a sole proprietorship except in a 
transaction which qualifies under Part II 
only under the partial transfer provision.‘ 
However, it is important to note that neither 
a partnership nor a sole proprietorship may 
be an acquiring corporation. Therefore, the 
base-period experience of a partnership or 
a sole proprietorship which is a component 
corporation does not include that of a 
predecessor partnership or a sole proprietor- 
ship for the purpose of determining the in- 
come credit of an acquiring corporation 
under Part II. 


Questions have arisen under the World 
War II Excess Profits Act as to what cir- 
cumstances result in a sufficient break in a 
partnership’s continuity so as to disqualify 
the partnership’s previous base-period ex- 
perience. This question arose in Ransohoffs, 
Inc.” In this case a partnership operated 
under .a written agreement providing for 
the continuation of the partnership after the 
death of a partner. Later, one of the part- 
ners died and the business continued without 
interruption. Upon a subsequent incorpora- 
tion, the corporation claimed the benefit of 
the partnership’s base-period experience 
prior to the death of the partner and the 
Tax Court so found. In E. T. Renfro Drug 
Company® one of three partners sold his 
partnership interest to the other two part- 
ners and the partnership was subsequently 





2Code Sec. 461 (a) (1) (E) covers an ex- 
change ‘“‘to which Section 112 (b) (4) or (5), 
or so much of Section 112 (c) or (e) as refers 
to Section 112 (b) (4) or (5), is applicable.”’ 
The Part II rules pertaining to transactions 
qualifying under this subsection apply only if 
the transaction does not otherwise qualify as a 
Part II transaction. 





>S. Rept. No. 2679, 81st Cong., 2nd Sess., 
1951-1 CB 265. 

* Code Sec. 461 (b). 

5 Code Secs. 461 (a) (1) (D) and (EB). 

® Code Sec. 461 (f). 

7 CCH Dec. 16,017, 9 TC 376 (1947). 

8 CCH Dec. 16,726, 11 TC 994 (1948), aff'd 50-2 
ustc | 5961, 183 F. (2d) 846 (CA-5, 1950). 
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incorporated. In thts case, however, the 
Tax Court held that the base-period ex- 
perience of the partnership prior to the 
withdrawal of the partner could not be 
utilized by the successor corporation. The 
Ransohoffs case was distinguished on the 
basis that in that case the partnership agree- 
ment specifically provided that the partner- 
ship should continue after the death or 
withdrawal of a partner. It was also held 
in a Tax Court decision under the World 
War II act that a corporation organized by 
the estate of a sole proprietor may not use 
the base period experience of the 
proprietorship.’ 


sole 


INCOME CREDIT 
OF COMPONENT CORPORATIONS 


As stated above, in all but one type of 
Part II transactions the law does not re- 
quire that a component corporation be liqui- 
dated as part of the Part II transaction. 
The most common illustration of when a 
component corporation will not be liqui- 
dated as part of a Part II transaction is 
one involving partial transfers; for example, 
where Corporation A transfers only a part 
of its assets to its newly formed wholly 
owned subsidiary in a nontaxable transac- 
tion. A less usual situation is the case 
where Corporation B acquires substantially 
all of the assets of Corporation A solely in 
exchange for B’s voting stock, and Corpo- 
ration A, the component corporation in this 
Part II transaction, continues in existence, 
disposes of B’s stock and acquires further 
operating assets with the proceeds thereof. 


The rules for determining the income 
credit of all component corporations are set 
forth in Code Section 461(c). These rules 
cover the determination of such credit for 
the taxable year of the component corpora- 
tion during which the Part II transaction 
occurs and for all taxable years thereafter. 
The general rule laid down by this section 
is that for the purpose of determining the 
income credit of a component corporation 
for any excess profits tax year, no account 
should be taken of its excess profits credit 
(including base-period capital additions and 
net capital additions or reductions) previous 
to the day after the Part II transaction. 
There are two exceptions to this rule. The 
first exception deals with the income credit 
of the component corporation for the year 
during which the Part II transaction occurs 

































































where a complete transfer is involved. The 
second exception deals with partial transfers. 


Complete Transfers 


The exception in the case of complete 
transfers permits the component corpora- 
tion to use for its taxable year during which 
the Part II transaction occurs that part of 
its average base-period net income for such 
taxable year represented by the ratio of the 
number of days in such taxable year oc- 
curring prior to the day following the Part 
II transaction to the total number of days 
in such taxable year.” For example, if a 
component corporation on a calendar-year 
basis transfers substantially all of its assets 
to an acquiring corporation in a Part II 
transaction on October 31, 1951, and con- 
tinues in existence for the entire calendar 
year 1951, it would be entitled to use 
304/365 of its average base-period net in- 
come in determining its income credit for 
1951. If the component’s existence is ter- 
minated on the day of the Part II transac- 
tion, the component is entitled to all of its 
average base-period net income in deter- 
mining its income credit for its taxable year 
during which the transaction occurred. 

The law is not clear with respect to 
whether or not a component corporation 
takes into account a similar part of its 
base-period capital addition and net capital 
addition or reduction in determining its 
income credit for its taxable year during 
which the Part II transaction occurs. How- 
ever, the Regulations™ indicate that the 
component may utilize the same part of its 
base-period capital addition as it may of its 
average base-period net income in deter- 
mining its credit for the year during which 
the Part II transaction occurs. No refer- 
ence is made in the Regulations to the use 
of a proportionate part of the component 
corporation’s net capital addition or reduction. 


Partial Transfers 


In the case of partial transfers, for tax- 
able years following the taxable year of the 
component during which the Part II trans- 
action occurs, the component is entitled to 
that part of its average base-period net in- 
come, base-period capital addition and ‘net 
capital addition or reduction which is not 
attributable to the assets acquired by the 
acquiring corporation under the provisions 
of Part II.” For the purpose of computing 





® Klein on the Square, Inc., CCH Dec. 17,635, 
14 TC 786 (1950), aff'd on other grounds 51-1 
ustc { 66,010, 188 F. (2d) 127 (CA-2, 1951). 
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10 Code Sec. 461 (c) (2). 
11 Regs. 130, Sec. 40.461-3 (b) (2). 
2 Code Sec. 461 (c) (3). 






the income credit of a component for an 
excess profits tax year during which it 
makes a partial transfer, the amount of its 
average base period net income is limited 
to the sum of: 


(a) the part of its average base-period 
net income represented by the ratio of the 
number of days in such taxable year oc- 
curring prior to the day following the par- 
tial transfer to the total number of days 
in such calendar year; and 


(b) the part of its average base-period 
net income allocated to the component 
under Section 462(i) 
ratio of the number of days in such taxable 
year after the partial transfer to the total 
number of days in such taxable year.” 


represented by thie 


The portion of the component’s averag¢ 
base-period net income allocable to the com- 
ponent under Code Section 462(i) for the 
purpose of item (b), above, is that part of 
its average base-period net income repre- 
sented by the ratio of the fair market value 
of the assets not transferred in the Part II 
transaction to the fair market value of the 
assets held by the component immediately 
prior to such transaction.“ For example, 
assume that Corporation A is on a calendar- 
year basis and on September 30, 1952, trans- 
fers 75 per cent of its assets (on a fair 
market basis) to Corporation B in a Part 
II transaction. A’s average base-period net 
income is $365,000. The portion of A’s av- 
erage base-period net income which it may 
use in determining its excess profits credit 
based on income for the calendar year 1952 
will be $296,000, determined as follows: 


(a) $365,000 x 273/365 $273,000 
(b) $365,000 x 25% x 92/365 23,000 
Total $296,000 


It would appear that the component cor- 
poration is also entitled to at least that part 
of its base-period capital addition and net 
capital addition or reduction not acquired 
by the acquiring corporation in determining 
its excess profits credit based on income for 
the year during which the Part II trans- 
action occurs since it may utilize these ele- 
ments of its income credit in subsequent 
taxable years as explained above. However, 
it is not clear under the law as to whether 
or not the component corporation is en- 
titled to the remainder of its base-period 





18 Code Sec. 461 (c) (4). 
144 Code Sec. 462 (i) (3). Sec. 462 (i) (6) pro- 
vides that the allocation may also be made on 
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December, 1951 


capital addition and net capital addition or 
reduction for that part of its taxable year 
preceding the Part II transaction. The 
Regulations indicate that the component 
corporation is entitled to the same part of 
its base-period capital addition as of its 
average base-period net income for the tax- 
able year during which the transaction oc- 
curs.” Again the Regulations do not refer 
to the net capital addition or reduction 


Base-Period Transaction 


In the event that a Part II transaction 
occurs during the base period of a compo- 
nent corporation and such component cor- 
poration continues in existence, it is entitled, 
in determining its income credit, to its base- 
period experience following the date of the 
Part II transaction. If, following the con- 
summation of a Part II transaction during its 
base period, a component corporation enters 
into a second Part II transaction in an excess 
profits tax year, the average base-period net 
income of the component for its taxable year 
during which the second Part II transaction 
occurs is determined in the same manner 
as set forth above except that it is not en- 
titled to the use of any of its base-period 
experience prior to the day after the con- 
summation of the first Part II transaction 
For example, assume that Corporation A, 
calendar-year basis 
which commenced business prior to 1946, 
transfers substantially all of its assets to 
Corporation B in a Part II transaction on 
December 31, 1947, and thereafter on June 
30, 1951, transfers all of its assets to Cor- 
poration C in a Part II transaction. In 
this situation Corporation A is deemed to 
have commenced business on January 1, 
1948, and its average base-period net income 
for the purpose of determining its income 
credit for the calendar year 1950 is com- 
puted on that assumption. Its 
credit for the calendar year 1951 is com- 
puted with the use of an average base- 
period net income based upon its experience 
subsequent to December 31, 1947, repre- 
sented by the ratio of the number of days 
in 1951 preceding the day following the sec- 
ond Part II transaction to the total number 
of days in 1951. In this illustration Corpo- 
ration A would be entitled to compute its 
average base-period net income as a neW 
corporation under Code Section 445. 


a corporation on a 


income 





the basis of identifiable earnings experience in 
certain cases. 
% Regs. 130, Sec. 40.461-3 (b) (4). 
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AVERAGE BASE-PERIOD NET INCOME 
OF AN ACQUIRING CORPORATION 
—GENERAL AVERAGE METHOD 


General Rule 


Under the general average method pre- 
scribed by Code Section 435 (d) the aver- 
age base-period net income of a corporation 
is computed as follows: (1) compute the 
excess profits net income for each month in 
the base period, raising any deficit month to 
zero; (2) eliminate from the base period 
whichever of the following 12 months results 
in the higher average base-period net income: 
(a) the 12 consecutive months, elimination 
of which produces the highest average base- 
period net income, or (b) the 12 months 
which remain after retaining in the base 
period the 36 consecutive months which 
produce the highest base-period net income; 
(3) compute the aggregate of the excess 
profits net income for the 36 months remain- 
ing in the base period; and (4) divide said 
aggregate by three. 

An acquiring corporation, if it uses the 
general average method of determining its 
average base-period net income may choose 
to compute its average base-period net in- 
come either by including or disregarding the 
base-period experience of its component cor- 
porations, whichever method results in the 
larger amount.” If an acquiring corporation 
elects to disregard its components, it may 
compute its average base-period net income 








1946 

Corporation A $40,000 
Corporation B 10,000 
Corporation C 20,000 
$70,000 


under Code Section 435 (d) without regard 
to Part II. If an acquiring corporation 
chooses to compute its income credit using 
the general average method under Part II, 
its average base-period net income is com- 
puted as follows: 

(1) Compute the excess profits net income 
for each month in the acquiring corpora- 
tion’s base period of the acquiring corpora- 
tion and each component corporation. Such 
computation is made in the manner pre- 
scribed under the general average method 
without regard, however, to the provision 
under that method which provides that 1 
no event shall the excess profits net income 
for any month be less than zero. 

(2) Compute the aggregate of the monthly 
excess profits net incomes of the acquiring 
corporation and all of the component cor- 
porations, substituting zero for any month 
for which the total is a minus amount. 

(3) Compute the acquiring corporation’s 
average base- period net income under the 
general average method using the combined 
monthly excess profits net incomes deter- 
mined above.” 

For example, assume that Corporations A, 
B and C all were in existence prior to Jan- 
uary 1, 1946, and were on a calendar-year 
basis. A acquired all the properties of B and 
C in Part II transactions on December 31, 
1947 and 1951, respectively. The three corpo- 
rations’ excess profits net incomes for each 
month during A’s base period were as follows: 





1947 1948 1949 
$(10,000) $ 5,000 $ 5,000 
( 5,000) 

( 5,000) 5,000 10,000 
$(20,000) $10,000 $15,000 


In this case, the average base-period net income of Corporation A, as recom- 
puted under Part II, would be determined as follows: 


1946 

1947 

1948 

1949 

Total . Recs 
Eliminate lowest 12 months (1947) 
Remainder 


Average base-period net income under Part II ($1,140,000 ~ 3) 


Constructive Excess Profits 
Net Income 


In the event that either the acquiring cor- 
poration or one or more of its component 


18 Code Sec. 462 (a). 
Fourth Annual Federal Tax Conference 


$ 840,000 
Zero 
120,000 
180,000 


$1,140,000 
Zero A 
$1,140,000 


$ 380,000 








corporations was in existence at the begin- 
ning of the acquiring corporation’s base 
period and for any month of such base period 
either the acquiring corporation or any-one 
or more of its component corporations was 





1t Code Secs. 462 (b) (1) and (3). 
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not in existence, the law provides for a 
constructive excess profits net income for 
such corporation for such vacant month.” 
The monthly constructive excess profits net 
income for each month during which such 
corporation was not in existence is equal 
to 1 per cent of the equity capital of such 
corporation at the close of the day before 
the Part II transaction occurred, or at the 
close of the base period of such corporation, 
whichever is earlier, reduced by the ratio 
of inadmissible assets to the total assets of 


such corporation at such date. 


For example, assume that Corporation A 
yn a calendar-year basis, had been in exist- 
ence during its entire base period, and on 
December 31, 1948, acquired all of the prop- 
erties of Corporation B in a Part II trans- 
action. Assume further that Corporation B, 
on a calendar-year basis, was not in exist- 
ence for the first six months of 1946 and 
its equity capital (after reduction for inad- 
missible assets) on December 30, 1948, 
amounted to $250,000. In this case, in deter- 
mining A’s average base-period net income 
under Part II, A would obtain not only the 
benefit of B’s actual experience for the period 
July 1, 1946, to December 31, 1948, but would 
also be entitled to include B’s constructive 


’ 


*xcess profits net income in amount of $2,500 
for each of the first six months of 1946. 


If the Part II transaction occurs after the 
close of the base period of a corporation 
which has vacant months for which a monthly 
-onstructive excess profits net income is 
to be determined, such monthly amount is 
determined based on the equity capital of 
such corporation at the close of its base 
period. All that is required in order to obtain 
the benefits of this provision is for either 
the acquiring corporation or one of its com- 
ponent corporations to be in existence at 
the beginning of the acquiring corporation’s 
base period. If this requirement is met, 
monthly constructive excess profits net in- 
come may be included in determining the 
acquiring corporation’s Part II average base- 
period net income under the general average 
month for every month during which the 
acquiring corporation or any component cor- 
poration was not in actual existence prior 
to the date of the Part II transaction. 


The law also provides for an adjustment 
in cases where the use of monthly construc- 
tive excess profits net income results in a 
duplication of experience.” Such duplication 

















of experience may arise where there is a 
cross ownership of stock prior to the date 
of the Part II transaction or where property 
or stock of one corporation has been trans- 
ferred to another corporation as_ paid-in 
surplus or as a contribution of capital prior 
to the date of the Part II transaction. The 
act provides that in this event the amount 
of the monthly constructive excess profits 
net income shall be adjusted to prevent such 
duplication in the manner to be prescribed 
by the Regulations. The Regulations pro- 
vide that where a corporation (including the 
acquiring corporation), a party to a Part II 
transaction, not in existence at the beginning 
of the acquiring corporation’s base period, 
owns stock in another party to the trans- 
action, a duplication exists whenever the 
portion of the reduction in equity capital of 
such corporation on account of inadmissible 
assets allocable to the stock of such other 
corporation is less than the basis in its hands 
of such stock.” In such a case, the equity 
capital must be further reduced by the 
amount of the excess of the basis of such 
stock over the portion of the reduction on 
account of inadmissible assets attributable 
to such stock. 


Partial Transfers 


The above rules are of equal application to 
partial transfers except that only the part of 
the base-period experience allocable to the 
acquiring corporation is considered in deter- 
mining its Part II average base-period net 
income under the general average method. 

The Regulations include certain rules to 
be followed in applying Part II if (1) the 
partial transfer is to an acquiring corpora- 
tion not created incident to the Part II 
transaction or (2) if partial transfers are 
made by two or more component corpora- 
tions to the acquiring corporation whether 
or not the acquiring corporation was created 
incident to the transaction.” Under these 
rules, in the above types of transactions the 
acquiring corporation must compute its credit 
under Part II as though (1) each component 
corporation which transfers less than sub- 
stantially all of its properties had first trans- 
ferred the properties to a corporation created 
incident to the transaction and (2) such 
corporation had immediately thereafter trans- 
ferred such properties to the acquiring cor- 
poration. 





% Code Sec. 462 (b) (2). 
% Code Sec. 462 (b) (2). 


® Regs. 130, Sec. 40.462-1 (b) (3) (i). 
21 Regs. 130, Sec. 40.461-7 (b). 
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Partnerships 
and Sole Proprietorships 


In the event that a component corporation 
is a partnership or sole proprietorship, its 
base-period experience should be recast on 
a corporate base. The Regulations require 
that the following adjustments be made: 


(1) A reasonable deduction for compen- 
sation of partners or the sole proprietor shall 
be allowed; (2) the credit for dividends 
received shall be that applicable to corpora- 
tions; (3) capital gains and losses and taxes 
shall be restated on a corporate basis; and 
(4) the deduction for charitable contributions 
shall be that applicable to corporations.” 


Other adjustments may be permitted or 
required if necessary to restate the accaqunts 
on a corporate basis properly. 


—GROWTH METHOD 


Under Code Section 435 (e) a corporation 
which commenced business prior to the end 
of its base period and experienced rapid 
growth during its base period is permitted 
an alternative formula for determining its 
average base-period net income if it can 
qualify under either of two tests set forth 
in that section. In order to meet the first 
test (1) the total assets of the corporation 
and its affiliated corporations at the begin- 
ning of its base period must not have ex- 
ceeded $20,000,000 and (2) for the last half 
of its base period either its total payroll was 
at least 130 per cent, or its gross receipts 
were at least 150 per cent, of the correspond- 
ing amounts for the first half of its base 
period. The Part II rules discussed below 
pertain to the determination of the average 
base-period net income of acquiring corpora- 
tions which either separately or together 
with their component corporations meet the 
total asset and payroll or gross receipts 
test. The Part II rules regarding the second 
test relating to new products” differ some- 
what from the rules covering the first test 
and will not be discussed herein. 


Total Assets and Payroll 
or Gross Receipts Test 


Unlike the option given an acquiring corpora- 
tion to either take into account or disregard 
its component corporations in determining 
its average base-period net income under 





2 Regs. 130, Sec. 40.462-1 (b) (2). 

3 Code Sec. 462 (c) (3). 

Code Sec. 462 (c) (1) (A) (as amended by 
the Revenue Act of 1951). 
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the general average method, an acquiring 
corporation has but a very limited choice 
under the growth method. Only in the case 
of a complete transfer where the Part II 
transaction occurs after June 30, 1950, can 
an acquiring corporation, if it chooses, ignore 
its component corporations and compute its 
average base-period net income under the 
growth method set forth in Code Section 
435 (e) (1) (A) without reference to the 
rules provided for by Part II.* Regardless 
of when the Part II transaction occurred, 
if the acquiring corporation (other than a 
corporation created incident to the Part II 
transaction) and all of its component cor- 
porations actually commenced business prior 
to the first day of the acquiring corporation’s 
base period, the acquiring corporation may 
recompute its excess profits net income un- 
der Part II using the growth method if the 
acquiring corporation and all of its com- 
ponent corporations on a consolidated basis 
meet the asset and payroll or gross receipts 
test set forth in Code Section 435 (e) (1) 
(A). In the event that the Part II transac- 
tion occurred prior to July 1, 1950, the ac- 
quiring corporation may recompute its excess 
profits net income under Part II using the 
growth method even though one or more of 
the parties to the transaction had not com- 
menced business prior to the beginning of 
the acquiring corporation’s base period.” 
With respect to the total assets test, the 
consolidation is as of the first day of the 
acquiring corporation’s base period. The 
rules for determining total assets, total pay- 
roll and gross receipts are those laid down 
in Section 435 (e) except that proper adjust- 
ment must be made to prevent any dupli- 
cations. 


Alternative Computation 


In the event that the Part II transaction 
occurs after June 30, 1950, and the acquiring 
corporation cannot meet the tests laid down 
in Section 435 (e) (1) (A) on a consoli- 
dated basis so as to permit it to use the 
growth method in connection with a re- 
computation of its excess profits net income 
under Part II because the consolidated total 
assets exceeded $20 million on the first 
day of the acquiring corporation’s base 
period or because one or more of the corpo- 
rations involved (other than a corporation 
created incident to the Part II transaction) 





25 Code Sec. 462 (c) (1) (B) (as amended by 
the Revenue Act of 1951). See also Regs. 130, 
Sec. 40.462-2 (b) (1) (i) (B) and 40.462-2 (b) 
(1) (ii). 
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did not actually commence business prior to 
the first day of the acquiring corporation’s 
base period, a further alternative exists 
which in some cases may grant substantial 
relief.” In this type of situation the acquir- 
ing corporation is permitted to recompute 
its excess profits net income under Part II 
using the general average method except 
that the amount of the monthly excess 
profits net income of any corporation a 
party to the Part II transaction (including 
the acquiring corporation) which imme- 
diately prior to the date of the Part IT trans- 
action was entitled to the use of the growth 
method under Section 435 (e) (1) (A) shall 
be one twelfth of the average base-period 
net income of such corporation computed 
under the growth formula. For example, 
assume that Corporation A acquired all of 
the assets of Corporations B and C on July 
1, 1950, and that Corporations A and C 
had commenced business prior to A’s base 
period and immediately before the trans- 
action separately met the tests laid down 
in Section 435 (e) (1) (A), but that on a 
consolidated basis the total assets on the 
first day of A’s base period exceeded $20 
million. Assume further that Corporation 
B commenced business in 1947, In this 





case, after the Part II transaction, Corpora- 
tion A, of course, would be permitted to 
compute separately its Part II average base- 
period net income under the growth method 
formula under Section 435 (e) (1) (A). 
However, A would not be permitted to 
recompute its average base-period net in- 
come under the growth method on a con- 
solidated basis because two of the tests 
could not be met, namely, consolidated total 
assets exceeded $20 million and one of the 
corporations, B, commenced business after 
the beginning of A’s base period. Neverthe- 
less, the alternative method of recomputa- 
tion under Part II referred to next above 
is permissible. 

Assuming that (a) all three corporations 
were on a calendar-year basis, (b) the aver- 
age base-period net incomes of the Corpo- 
rations A and C under the growth method 
were $20,000 and $10,000, respectively, (c) 
the excess profits net incomes of Corpora- 
tion B to be zero, ($5,000) and $15,000 for 
1947, 1948 and 1949, respectively, and (d) 
the equity capital of Corporation B at 
December 31, 1949, was $100,000, the aver- 
age base-period net income of Corporation 
A under Part Il would be computed as 
follows: 











1946 1947 1948 1949 
Corporation A $20,000 $20,000 $20,000 $20,000 
Corporation B 12,000 * 12,000 * (5,000) 15,000 
Corporation C . 10,000 10,000 10,000 10,000 
$42,000 $42,000 $25,000 $45,000 
*12 x 1% of $100,000 
1946 $ 42,000 
1947 42,000 
1948 25,000 
1949 45,000 
MN 5.35 5 yb Sid 5 Sh Sal ei te $154,000 


Eliminate lowest 12 months (1948) 


Remainder 


25,000 


$129,000 


Average base-period net income under Part II ($129,000 + 3) $ 43,000 


Partial Transfers 


In the event of a partial transfer occur- 
ring after the close of the base period of 


a component corporation, the acquiring cor- 
poration is permitted to compute its average 
base-period net income under Part II using 
the growth method only if immediately 








* Regs. 130, Sec. 40.462-2 (b) (1) (iii). The 
Regulations appear to. grant relief under this 
alternative computation in one situation which 
does not appear to be covered by Code Sec. 462 
(c) (1) (C) (as amended by the Revenue Act of 
1951), that is, in the case where the regular 
Part II growth method income credit is denied 


because the total asset test cannot be met on 
a consolidated basis although each party sepa- 
rately meets the total asset test and all the 
parties to the Part II transaction commenced 
business prior to the beginning of the acquiring 
corporation's base period. 
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prior to the partial transfer the component 
corporation was qualified to compute its 
average base-period net income under the 
growth method.” If the partial transfer oc- 
curred during the base period of the acquir- 
ing corporation, the acquiring corporation 
may make use of the growth method only 
if it qualifies for the growth method under 
the following rules: 


(1) With respect to the total assets test, 
the acquiring corporation shall be deemed 
to have held on the first day of its base 
period the total assets of the component 


corporation on such day. 


(2) With respect to payroll and gross 
receipts for the portion of the acquiring 
corporation’s base period prior to the partial 
transfer, the component corporation’s pay- 
roll and gross receipts shall be allocated 
between the acquiring corporation and the 
component corporation on the same basis 
as the average base-period net income of 
the component corporation is allocated under 
Code Section 462 (i).™ 


ALLOCATION RULES 
IN CASE OF PARTIAL TRANSFERS 


The law provides two methods for allo- 
cating base-period experience (including pay- 
roll, gross receipts, etc., where applicable) 
between component corporations and ac- 
quiring corporations in Part II transactions 
involving partial transfers.” 


The first method is to allocate the base- 
period experience of the component corpo- 
ration immediately prior to the Part II 
transaction among the successor corpora- 
tions in proportion to the ratio that the fair 
market value of the properties of the com- 
ponent corporation which are held imme- 
diately after the transaction by each of the 
corporations which were parties to the 
transaction bears to the fair market value 
of the total assets of the component corpo- 
ration immediately prior to the Part II 
transactions.” For example, if Corporation 
A transferred 25 per cent of the fair market 
value of its assets to Corporation B and 
25 per cent of the fair market value of its 
assets to Corporation C in a Part II trans- 
action, the base-period experience of the 





component corporation would be divided 
between the three corporations in the same 
ratio. Under this method the aggregate of 
the allocated excess profits net income or 
average base-period net income cannot ex- 
ceed 100 per cent of the component corpo- 
ration’s excess profits net income or average 
base-period net income immediately prior 
to the Part II transaction. The determina- 
tion of the fair market value of the prop- 
erties and of the division thereof between 
the parties to the Part II transaction for 
the purpose of making the allocation may 
be made by agreement by all of the parties 
to the transaction if approved by the Com- 
missioner of Internal Revenue." The Regu- 
lations set forth the following rules with 
respect to such determination when made 
by agreement: 


(1) The agreement shall be in writing 
executed by all of the parties to the trans- 
action, shall fully describe the transaction 
and set forth in detail the facts upon which 
the parties rely in the determination of the 
fair market value of the properties. 


(2) Subject to subsequent approval by 
the Commissioner, a taxpayer which has 
made such an agreement may file its return 
on the basis of such an agreement, attach- 
ing thereto the original (or a duplicate 
original) agreement. If the return is filed 
prior to the date of the agreement, the 
agreement should be attached to a claim 
for refund or an amended return, depend 
ing upon whether an overpayment is or is 
not involved. 


< 


(3) When such an agreement is approved 
by the Commissioner it shall be binding 
upon all parties thereto for the year for 
which the determination is made and for 
all future years.” 


The second method of determining the 
allocation of base-period experience in a 
partial transfer is on the basis of the earn- 
ings experience of the assets transferred.” 
This method may be used only if it is estab- 
lished to the satisfaction of the Commis- 
sioner of Internal Revenue that such an 
allocation fairly represents an identifiable 
earnings experience of each such group of 
assets. The Regulations further provide 





* Regs. 130, Sec. 40.462-2 (c) (1) (i) (A). In 
this case the component corporation is also en- 
titled to compute its average base-period net 
income under the growth method. Code Sec. 
462 (c) (2) (as amended by the Revenue Act otf 
1951). 

*°Code Sec. 462 (c) (2) (as amended by the 
Revenue Act of 1951). See also Regs. 130, Secs 
40.462-2 (c) (1) (i) (B) and (ii). 
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2 Code Sec. 462 (i). 

% Code Sec. 462 (i) (1). 

31 Code Sec. 462 (i) (5). 

32 Regs. 130, Sec. 40.462-9 (a) (2). 
3% Code Sec. 462 (i) (6). 































































that this method of allocation is only avail- 
able when the transferred assets and the 
retained assets each constituted at all times 
involved in such allocations a going business 
unit for which adequate and separate records 
were maintained.* Under the second method 
the allocated portions of the component 
corporation’s excess profits net income or 
average base-period net income may be 
more than 100 per cent only in the event 
the component corporation is a partnership 
and the Part II transaction occurred before 
December 1, 1950. 


ADJUSTMENT FOR DOUBLE COUNTING 
OF BASE-PERIOD EXPERIENCE 


The law also provides that if after Decem- 
ber 31, 1945, a taxpayer acquires stock in 
another corporation and such other corpo- 
ration later becomes a component corpora- 
tion of the taxpayer then, to the extent 
that the consideration for such acquisition 
was not the taxpayer’s own stock, the 
average base-period net income of the ac- 
quiring corporation under Part II shall, 
except under certain circumstances, be re- 
duced.” The purpose of this provision is 
to prevent double counting of base-period 
experience. For example, assume that on 
January 1, 1947, Corporation A acquired 
all of the outstanding stock of Corporation 
B from its stockholders (both corporations 
being on a calendar-year basis) for a con- 
sideration of $100,000, half of which was 
payable in A’s common stock and the re- 
maining half in cash, and that the cash was 
obtained by A through the sale of one branch 
of its business to an outside interest. As- 
sume further that one year later Corpora- 
tion B was liquidated into Corporation A 
in a Part II transaction. In this case, Cor- 
poration A would be permitted to use only 
one half of Corporation B’s 1946 income 
experience in computing its average base- 
period net income under Part II. The rea- 
son for this adjustment is that otherwise 
A would obtain the benefit of both the 
earnings of the branch (which it sold in 
order to acquire the stock of Corporation 
B) and all of Corporation B’s experience 
for 1946 in determining its income credit 
which would amount to a double counting 
of base-period experience. The same adjust- 
ment would be made if Corporation B had 
not been liquidated into Corporation A but 
if instead both corporations became com- 
ponents of Corporation C, No adjustment 


under this section is ever required if either 
(a) the stock was acquired prior to 1946 or 
(b) the sole consideration for the acquisi- 
tion is the stock of the corporation making 
the acquisition. 


Under this rule stock which has in the 
hands of the taxpayer a basis determined 
with respect to the basis of stock previously 
acquired by the issuance of the taxpayer's 
own stock shall be considered as having 
been acquired in consideration of the issu- 
ance of the taxpayer’s own stock. For ex- 
ample, assume that on January 1, 1947, 
Corporation A acquired all the stock of Cor- 
poration B from its stockholders in exchange 
for its own stock. On January 1, 1948, 
newly organized Corporation C acquired all 
the assets of Corporation B in exchange for 
its stock and Corporation A exchanged its 
stock in B for the stock of C acquired by B, 
B being thereafter dissolved. On Decem- 
ber 31, 1949, Corporation A acquired all of 
the assets of Corporation C in a Part II 
transaction. In this case, no adjustment is 
required since Corporation C’s stock prior 
to the Part II transaction had, in the hands 
of Corporation A, a basis determined with 
reference to the basis of Corporation B's 
stock which formerly had been acquired 
through the issuance of Corporation A’s 
stock. 


The law provides that the adjustment to 
prevent double counting of base-period ex- 
perience should be made in the amount and 
in the manner determined under the Regula- 
tions. The Regulations provide that no ad- 
justment is necessary if no assets have left 
the group as a result of the transaction and 
if it is established to the satisfaction of the 
Commissioner of Internal Revenue that the 
transaction is not in pursuance of a plan hav- 
ing as one of its principal purposes the 
avoidance of federal income or excess profits 
taxes.” Under the Regulations, one case in 
which no adjustment would be made is 
where the stock of Corporation A is ac- 
quired directly from Corporation A by Cor- 
poration B and Corporation A later becomes 
a component corporation of Corporation B. 
A similar result would obtain if both of the 
above corporations later became components 
of a third corporation. The reason for this 
is that no assets have left the group. The 
combined total assets of both corporations 
were just as large after the acquisition of 
the stock as they were before the acquisi- 
tion. Another case in which no adjustment 
is warranted, according to the Regulations, 





% Regs. 130, Sec. 40.462-9 (b) (1) (ii). 
% Code Sec. 462 (j) (1). 
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is where the stock is acquired “through a 
bona fide increase in the capital structure 

. of the acquiring corporation.” * These 
examples of where double counting is not 
involved were not contained in the Regula- 
tions under the World War II act and are 
no doubt prompted by the committee report 
which states that the purpose of the section 
is “to prevent double counting of base period 
experience.” * It is not clear at this time 
just what the Commissioner’s position will 
be with respect to the meaning of “bona fide 
increase in the capital structure.” Another 
possible example, not referred to in the 
Regulations, of where no double counting 
would appear to be involved is the case 
where the corporation making the acquisi- 
tion was not in existence during the base 
period. 


Cases where an adjustment under this 
section is required may involve several 
purchases and sales of stock of the corpora- 
tion later becoming a component corporation. 
In these cases the portion of base-period 
experience to be eliminated is determined 
based upon the part of the total outstanding 
stock held from time to time. Sales of stock 
are deemed to be made from most recently 
acquired shares. For example, assume that 
Corporation A acquired 30 per cent of Cor- 
poration B’s stock on December 31, 1946, 
and a further 30 per cent on December 31, 
1947 (B having only one class of stock out- 
standing), both acquisitions being made 
under circumstances requiring an adjust- 
ment. Assume further than on December 
31, 1948, A disposed of 10 per cent of B’s 
stock for cash and on December 31, 1950, 
acquired substantially all of B’s assets in 
a Part II transaction. In this case A would 
not be permitted to utilize 50 per cent of B’s 
1946 income experience and 20 per cent of 
B’s income experience for 1947, 1948 and 
1949. In the event that the corporation, the 
stock of which was acquired, had more than 
one class outstanding, the base-period ex- 
perience is allocated between the various 


Regs. 130, Sec. 40.462-10 (a) (2) (ii). 

%S. Rept. No. 2679, 8lst Cong., 2nd Sess., 
1951-1 CB 267, states in part: 

“In order to prevent double counting of base 
period earnings experience in applying the re- 
computation rules provided by part II, the Sec- 
retary is authorized to issue regulations pro- 
viding for reduction of the average base period 
net income of the taxpayer and adjustments of 
transferred capital additions and reductions to 
the extent necessary in cases where, in general, 
the taxpayer acquired stock in a component cor- 
poration for other than its own stock. This 
provision is carried over from the World War 
II law and serves to prevent a taxpayer using 
assets which have had a base period earnings 
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classes on the basis of the income attribu- 
table to each. If in the above illustration 
Corporation B had outstanding during the 
entire base period 1,000 shares of 7 per cent 
cumulative preferred stock of $100 par value 
each in addition to common stock, the base- 
period experience to be eliminated would 
be the respective percentages of the base- 
period experience remaining after allocating 
$7,000 annually to the preferred stock. Un- 
der this rule deficits are always attributable 
to common stock. 


With respect to the year during which the 
Part II transaction occurs, the law provides 
that only the part of the adjustment repre- 
sented by the ratio of the number of days 
in the taxable year after the Part II trans- 
action to the total number of days in the 
taxable year should be made.” 


MINIMUM AVERAGE 
BASE-PERIOD NET INCOME 


Under certain circumstances the average 
base-period net income of an acquiring cor- 
poration computed under Part II shall not 
be less than either (1) its average base- 
period net income disregarding the average 
base-period net incomes of all of its quali- 
fied component corporations or (2) the 
average base-period net income of that one 
of its qualified component corporations 
which had the largest average base-period 
net income.” In order to obtain the benefits 
of this section the following requirements 
must be met: 


(1) The Part II transaction must occur 
in an excess profits tax year of the acquir- 
ing corporation. 


(2) From the beginning of the acquiring 
corporation’s first excess profits tax year to 
the date of the Part II transaction either 
(a) the acquiring corporation owned at least 
75 per cent of each class of stock of each 
of the qualified component corporations or 





experience in its hands from purchasing stock 
of a corporation holding other assets which have 
similarly had a base period earnings experience 
and subsequently acquiring that latter experi- 
ence by reason of a part II transaction. The 
situations where the possibility of double count- 
ing may arise are complex. Certain cases have 
been brought to the attention of your commit- 
tee where, despite the complexity of the facts, 
it would appear that double counting was not 
involved. In view of the difficulty of this ques- 
tion, however, the matter can only be deter- 
mined in accordance with regulations."’ 

38 Code Sec. 462 (j) (2). 

4 Code Sec. 462 (1). 





















(b) one of the qualified component corpora- 
tions owned at least 75 per cent of each 
class of stock of the acquiring corporation 
and of each of the other qualified component 


corporations, 


For the purpose of this section the term 
“qualified component corporation” means a 
component corporation which was in exist- 
ence and commenced business on or prior 
to the first day of the acquiring corpora- 
tion’s base period. 


> 


lhe Regulations indicate that no reduc- 
tion for double counting of base-period ex- 
perience is required to be made if the 
acquiring corporation’s average base-period 
net income is computed under these rules 
except that for the taxable year of the ac- 
quiring corporation during which the Part 
| transaction occurs, a proration of the 
e base-period net income of the quali- 
fied component corporation is required.” 





NET CAPITAL ADDITION 
OR REDUCTION 


Under Part I of the act the daily capital 
addition for any day includes the sum of 
the following: (a) the amount of money 
and property paid in for stock or as paid-in 
surplus or as a contribution to capital after 
the beginning of the taxable year and prior 
to such day, (b) the amount, if any, by 
which the equity capital at the beginning 
of the taxable year exceeds the equity cap- 
ital at the beginning of the taxpayer’s first 
excess profits tax year and (c) 75 per cent 
of the amount, if any, by which the average 
borrowed capital for the taxable year ex- 
ceeds the daily borrowed capital for the first 
day of the taxpayer’s first excess profits 
tax year.” Under Part I the daily capital 
reduction for any day includes the sum ot 
the tollowing: (a) distributions to share- 
holders previously made during the taxable 
vear not out of earnings and profits of such 
year, (b) the amount, if any, by which the 
amount of the equity capital at the begin- 
ning of the taxpayer’s first excess profits 
tax year exceeds the amount of the equity 
capital at the beginning of the taxable year, 
(c) 75 per cent of the amount, if any, by 
which the daily borrowed capital for the 
first day of the taxpayer’s first excess profits 
tax year exceeds the average borrowed 
capital for the taxable year and (d) certain 
other amounts in event a controlled group 
is involved. In converting daily capital ad- 
ditions and reductions to a net capital addi- 





~ @ Regs. 130, Sec. 40.462-13. 
* Code Sec. 435 (g) (3). 


tion or reduction a further adjustment must 
be made with respect to inadmissible assets, 


Part II contains detailed rules with re- 
spect to the determination of the amount of 
the net capital addition or reduction for an 
acquiring corporation where the Part I] 
transaction occurs in an excess profits tax 
year of the acquiring corporation.“ The 
rules which are to be applied in the case 
of complete transfers are different from 
those applied in the case of partial transfers 


Complete Transfers 


In the case of complete transfers the rules 
which must be applied in determining the 
net capital addition or reduction of the ac- 
quiring corporation for the taxable year in 
which the Part II transaction occurs are as 
follows: 

(1) Money and property paid into a com- 
ponent corporation as stock or as paid-in 
surplus or as a contribution to capital after 
the beginning of the taxable year of the 
component corporation during which the 
Part II transaction occurs and_ before 
the date of the Part II transaction shall be 
included as part of the daily capital addi- 
tion of the acquiring corporation as of the 
day after the Part II transaction. 


(2) Distributions by the component cor- 
poration to its shareholders during the part 
of its taxable year preceeding the Part II 
transaction which were not out of its earn- 
ings and profits for such period shall be 
included as a daily capital reduction of the 
acquiring corporation as of the day after 
the Part II transaction. 


(3) The amount, if any, by which the 
equity capital of the component corporation 
at the beginning of its taxable year during 
which the Part II transaction occurs ex- 
ceeds its equity capital at the beginning 
of its first excess profits tax year shall, 
as of the day of the Part II transaction, be 
added to the acquiring corporation’s equity 
capital for the purpose of determining its 
daily capital addition. In the event that 
the amount of the equity capital of the com- 
ponent corporation at the beginning of its 
first excess profits tax year exceeds its 
equity capital at the beginning of its tax- 
able year during which the Part II trans- 
action occurs, such excess shall be taken 
into consideration in determining the amount 
of the acquiring corporation’s daily capital 
reduction as of the day of the Part II 
transaction. 


#8 Code Sec. 435 (g) (4). 
* Code Sec. 463. 
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4) In computing the daily borrowed 
capital of the acquiring corporation at the 
beginning of the acquiring corporation’s first 
excess profits tax year, there shall be added 
the daily capital of the component corpora- 
tion at the beginning of its first excess 
profits tax year. In computing the average 
borrowed capital of the acquiring corpora- 
tion for its taxable year in which the Part 
II transaction occurs, there shall be in- 
cluded the daily borrowed capital of the 
component corporation for the part of the 
acquiring corporation’s taxable year prior 
to the Part II transaction. 


(5) In connection with the computation 
§ the original inadmissible assets of the 
acquiring corporation, there shall be added 
the original inadmissible assets of the com- 
ponent corporation and in computing the 
average inadmissible assets of the acquiring 
corporation for the taxable year during 
which the Part II transaction occurred, 
there shall be added the daily amounts at- 
tributable to the inadmissible assets of the 
component corporation for that part of the 
acquiring corporation’s taxable year prior 
to the date of the Part II transaction. 

For years following the taxable year dur- 
ing which the Part II transaction occurred, 
the foregoing rules with respect to money 
and property paid in and distributions not 
out of earnings and profits have no appli- 
cation. In place of Rule (3) relating to 
equity capital the law provides that in a 
subsequent taxable year the acquiring cor- 
poration computes its equity capital at the 
beginning of its first excess profits tax year 
by including the amount of the equity cap- 
ital of the component corporation as of 
the beginning of the first excess profits tax 
year of such component corporation. The 
remaining rules apply in so far as they per- 
tain to the computation of the daily bor- 
rowed capital of the acquiring corporation 
at the beginning of its first excess profits 
tax year and the computation of the original 
inadmissible assets of the acquiring corpo- 
ration. 

In the event that stock of the component 
corporation was acquired in an exchange 
for consideration other than the stock of 
the acquiring corporation, a special adjust- 
ment must be made in the basis of the 
assets of the component corporation for the 
purpose of determining the net capital addi- 
tion or reduction under Part IJ. In such 
a case the basis of the assets of the com- 
ponent corporation is adjusted under the 
tules applicable to intercorporate liquidations. 
































































Partial Transfers 


In the case of partial transfers the rules 
are as follows: 


(1) So much of the equity capital of the 
component corporation at the beginning of 
its first excess profits tax year is allocated 
to the acquiring corporation as is propor- 
tionate to the ratio which the equity capital 
transferred to the acquiring corporation in 
the Part II transaction bears to the equity 
capital of the component corporation imme- 
diately prior to the Part II transaction and 
the amount so allocated shall be deemed to 
be the equity capital of the acquiring cor- 
poration at the beginning of its first excess 
profits tax year. 


(2) The daily borrowed capital of an ac- 
quiring corporation at the beginning of its 
first excess profits tax year shall be such 
portion of the daily borrowed capital of the 
component corporation at the beginning ot 
its firs excess profits tax year as the bor- 
rowed capital of the acquiring corporation 
immediately after the Part II transaction 
bears to the borrowed capital of the com- 
ponent corporation as of the close of the 
day prior to the date of the Part II trans- 
action. 


(3) The original inadmissible assets of the 
acquiring corporation shall be the part of 
the original inadmissible assets of the com- 
ponent corporation as is proportionate to 
the ratio which the inadmissible assets 
transferred to the acquiring corporation in 
the Part II transaction bears to the total 
of the inadmissible assets held by the com- 
ponent corporation immediately prior to the 
Part II transaction. 


BASE-PERIOD CAPITAL ADDITIONS 


The base-period capital addition under 
Part I for a taxpayer on a calendar-year 
basis is equal to the excess of its yearly 
base-period capital for 1950 over the higher 
of its base-period capital for 1948 and 1949, 
plus one half of the excess, if any, of the 
lower of its yearly base-period capital for 
1949 and 1950 over its yearly base-period 
capital for 1948.“ Yearly base-period cap- 
ital for a taxable year includes, generally, 
the sum of the equity capital at the begin- 
ning of such taxable year and 75 per cent 
of the daily borrowed capital for the first 
day of such taxable year adjusted for in- 
admissible assets, loans to members of a 
controlling group and interest on borrowed 
capital.“ The rules pertaining to the base- 





® Code Sec. 435 (f) (2). 
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period capital addition of an acquiring cor- 
poration apply only if the Part II transaction 
occurs after the beginning of the second 
taxable year preceding the first excess profits 
tax year of the acquiring corporation.“ 


Complete Transfers 


In the case of a complete transfer the 
rules are as follows: 

(1) If the Part II transaction occurred 
during an excess profits tax year the base- 
period capital addition for each taxable year 
following the taxable year during which the 
Part II transaction occurs is the sum of 
the base-period capital additions of the ac- 
quiring corporation and its component 
corporations. 

(2) If the Part II transaction occurred 
during an excess profits tax year of the 
acquiring corporation, the base-period cap- 
ital addition of the acquiring corpbdratien 
under Part II for the year during which 
the transaction occurred shall include that 
part of the base-period capital addition of 
the component corporation represented by 
the ratio of the number of days in the ac- 
quiring corporation’s taxable year after the 
Part II transaction to the total number of 
days in such taxable year. 


(3) If the Part II transaction occurred 
during the taxable year of the acquiring 
corporation immediately preceding its first 
excess profits tax year, its yearly base- 
period capital under Part II for that year 
ind for the second preceding year is the 
sum of the yearly base-period capitals of it 
ind its component corporations for such 
years 


(4) If the Part II transaction occurred 
during the second taxable year preceding 
the first excess profits tax year of the ac- 
quiring corporation, the yearly base-period 
capital of the acquiring corporation under 
Part II for such year is the sum of the 
yearly base-period capitals of it and its 
component corporations for such year. 


Partial Transfers 


In the case of a partial transfer the rules 
governing base-period capital additions are 
as follows: 


(1) If the Part II transaction occurred 
during an excess profits tax year of the 








component corporation, the base-period cap- 
ital addition of the acquiring corporation 
is that part of the component corporation’s 
base-period capital addition represented by 
the ratio of the fair market value of the 
assets acquired to the fair market value of 
the component’s total assets immediately 
prior to the Part II transaction. 


(2) If the Part II transaction occurred 
during a taxable year of the component 
which is or would be if it remained in 
existence a taxable year preceding its first 
excess profits tax year and the taxable year 
of the acquiring corporation during which 
the transaction occurred is its first excess 
profits tax year, its base-period capital addi- 
tion shall be computed by determining the 
pertinent yearly base-period capitals as fol- 
lows: (a) the yearly base-period capital for 
the first excess profits tax year shall be 
computed as of the day following the Part 
II transaction; (b) the yearly base-period 
capital for the immediately preceding tax- 
able year shall be a portion of the yearly 
base-period capital of the component for 
the first day of the component’s taxable 
year during which the transaction occurred; 
(c) the yearly base-period capital for the 
second preceding year shall be a portion of 
the yearly base-period capital of the com- 
ponent corporation for the first day of the 
component’s taxable year next preceding 
the taxable year of the component during 
which the transaction occurred. The por- 
tion to be used in each instance shall be 
that part of the yearly base-period capital 
represented by the which the fair 
market value of the assets transferred to 


ratio 


the acquiring corporation bears to the fair 
market value of the assets of the component 
immediately prior to the transaction. If the 
taxable year of the acquiring corporation 
during which the transaction occurred is its 
taxable year immediately preceding its first 
excess profits tax year the amounts deter- 
mined under (a) and (b) above shall be its 
annual base-period capitals for the imme- 
diately preceding taxable year and the sec- 
ond preceding taxable year, respectively. 


The above rules with respect to partial 
transfers apply only in the event that the 
acquiring corporation had not commenced 
business prior to the Part II transaction. 
Special rules apply in the event that the 
acquiring corporation had commenced busi- 
ness prior to the Part II transaction. 


[The End] 








** Code Sec. 464. 
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PART Ill OF THE EXCESS PROFITS TAX ACT OF 1950 — 


Intercorporate Liquidations 


By WILLIAM M. EMERY, Attorney 


Member, McDermott, Will and Emery 
Chicago, Illinois 


\W E HAVE SEEN from the preceding 
discussion that past or future trans- 
actions under Section 112 may have far- 
reaching effects upon the taxpayer’s excess 
profits credit. We now turn to some ad- 
ditional consequences under Part III if the 
taxpayer corporation has ever in the past 
received property from another in a wholly 
or partly tax-free exchange, or if it is about 
to enter into such a transaction. 

Part III consists of three sections, 470 
to 472. Our chief concern will be with 
Sections 470 and 472, relating to “inter- 
corporate liquidations.” Section 472, ap- 
plicable only in connection with historical 
invested capital, is substantially a repetition 
of Section 761, added to the prior law in 1942. 
Section 470, new in the present law, produces 
similar results in computing equity capital 
under the assets approach, although the 
road to that result is necessarily some- 
what different. However, the two roads 
run together for most of the way. The 
regulations under Section 472 contain all 
the provisions applicable to Section 470. 

While these provisions relate to invested 
capital, it must be noted that changes in 
equity capital also affect the income credit, 
by way of the base-period capital addition 
and the net capital addition or reduction. 
Also, the amount of the taxpayer’s assets 
is involved in the growth formulas and the 
relief provisions. Hence, even though the 
income credit is used, Part III cannot 
be ignored. 


Transactions Involved 


Under Sections 470 and 472 


The simplest and most common trans- 
action that is likely to be involved is a 
liquidation of a corporation under Section 
112 (b) (6). However, the statute is phrased 
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more broadly, and a few other transactions 
may be involved. The definition of an 
“intercorporate liquidation” embraces the 
receipt of property at any time by a corpo- 
ration in complete liquidation of another 
corporation, if Section 112 (b) (6) is ap- 
plicable or if there is applicable any pro- 
vision of law, including the consolidated 
returns regulations, prescribing the non- 
recognition of gain or loss in whole or 
in part upon such receipt of property. 
But there is expressly excluded a liquida- 
tion governed by Section 112 (b) (7), or 
by Section 112 (b) (9) or (10) dealing with 
certain bankruptcy and receivership cases. 
Also, there is an “intercorporate liquida- 
tion” only if none of the property received 
in the liquidation is a stock or security of 
another corporation which the taxpayer 
corporation might receive without the recog- 
nition of gain (or with only partial recog- 
nition of gain where “boot” is involved) 
because the transaction is governed by some 
other nonrecognition provision. 


The statute uses the terms “transferee” 
and “transferor.” For present purposes 
the terms “taxpayer” or “parent corpo- 
ration” and “subsidiary” will be used. 


A statutory merger or consolidation is 
not ordinarily thought of as an “intercorpo- 
rate liquidation.” But if one of the prede- 
cessor corporations owned stock in the 
other at the time of the merger or con- 
solidation, these provisions apply. The sur- 
viving or emerging corporation is first 
treated as if it had acquired this block of 
stock in the transaction (if it was not 
already the owner). This gives it the same 
basis for this stock as the former owner 
had. Next, it is treated as if it had re- 
ceived the property attributable to this 
block of stock in an “intercorporate liqui- 
dation” by transfer from the former owner 
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of the property (which might be the sur- 
viving corporation itself in case of a merger). 


General Objective 


It will be noted that in an “intercorporate 
liquidation,” illustrated by a liquidation 
under Section 112 (b) (6), the taxpayer 
receives the property of its former sub- 
sidiary without the recognition of gain or 
loss, and its basis for the property is that 
of the former owner. For income tax 
purposes, the parent’s basis for the stock 
in its subsidiary is not material for any 
purpose. But although it is not recognized 
for income tax purposes, there may in fact 
be a very substantial realization of gain or 
loss to the taxpayer. For example, assume 
that some years ago the parent formed or 
acquired the subsidiary with an investment 
of $20,000, and thereafter the subsidiary 
prospered and accumulated its earnings, s 
that at the time of the liquidation it has a 
net worth of $100,000. Upon the liquida- 
tion, the parent has replaced $20,000 of 
stock with $100,000 of net assets and so 
in of $80,000. Its own net 


. 1; 
reanzes 





worth is swelled by that amount, even though 
Section 112 (b) (6) specifies that this gain 
is not to be recognized and taxed 


The objective of Sections 470 and 472 
is to give a certain recognition to the 
actual gain or loss in such a transaction. 
This is solely for purposes of the excess 
profits credit. There is no change for in- 
come tax purposes. 

This special recognition of gain or loss 
for this limited purpose differs from an 
ordinary gain or loss computation upon an 
exchange of property in two important 


respects 


(1) Normally, the first factor is the fair 
market value of the property received. But 
here, value of the property at the time of 
ceipt is immaterial. Instead, we look to 

basis of the property received, deter- 
mined under Section 113. This will be the 
basis of the property in the hands of the 
subsidiary, which follows the property into 
the hands of the parent. 

(2) The second factor in a gain or loss 
computation is the basis of the property 
disposed of in the transaction, here the 
taxpayer’s stock in its subsidiary. The 
present computation is affected by the man- 
ner in which the taxpayer acquired this 
stock. If the taxpayer had a cost basis 
for this stock, one method applies; if it 
had a basis other than cost, there is a 
different method of computation. 
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Equity Capital—Section 470 


Equity capital by the assets approach 
consists of the taxpayer’s assets minus its 
liabilities. Generally we are not concerned 
with how or when the assets were ac 
quired, except to the extent that such mat- 
ters may be material in determining the 
basis of the assets under the income tax 
law. Before the liquidation of a subsidiary, 
the taxpayer’s assets will include the stock 
in the subsidiary. After a liquidation under 
Section 112 (b) (6), this stock will have been 
replaced by the subsidiary’s assets, at the 
same basis as in the hands of the sub- 
sidiary. Thus the taxpayer’s gain or loss 
on the liquidation (measured by reference 
to basis rather than value of the assets) 
would automatically be taken into account 
and reflected in future determinations of 
equity capital, unless modified by Section 470, 


If the taxpayer held its subsidiary’s stock 
at a basis other than cost, Section 470 does 
not modify this situation. Accordingly, 
rain or loss attributable to such stock after 
the liquidation is automatically reflected in 
equity capital of the parent corporatior 


Regulations 130, Section 40.472-3 sets forth 
some detailed rules for determining when 
stock has a basis other than cost. We 
may pass over these at this time, with the 
comment that stock may be deemed to 
have a cost basis for this purpose although 
we might ordinarily consider it to have 
a basis other than cost, and there may be 
questions as to whether the regulations 
have validly interpreted the statute 

If the subsidiary’s stock had a cost basis 
in the hands of the taxpayer, the results 
may not be so simply ascertained. A rough 
statement of the rule is that the gain or 
loss to be recognized is only that arising 
after the parent acquired control of the 
subsidiary, measured by the increase or 
decrease in the subsidiary’s net assets be- 
tween the date of such control and the date 
of the liquidation. This is accomplished by 
restating the basis of the subsidiary’s assets 
at the earlier date, so that its net assets as 
of the date of the restatement are deemed t 
have a basis equal to the cost of the stock 
in the parent’s hands. This restatement is 
solely for invested capital computations 


Let us assume that the taxpayer bought 
all of the subsidiary’s stock on January 2, 
1940, for $20,000, at which time the sub- 
sidiary had net assets of $15,000. For 
present purposes, the basis of the assets is 
restated to produce a net amount of $20,000 
as of January 2, 1940. The $5,000 dif- 
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ference is given effect by recognizing a 
hypothetical asset which the regulations 
call “positive good will.” If the difference 
were in the other direction, the adjusting 
item would be “negative good will.” 

Let us further assume that from January 
2, 1940, until it is liquidated on December 
31, 1950, this subsidiary accumulates earn- 
ings of $80,000, so that its net assets have 
increased from $15,000 to $95,000, plus the 
“positive good will” of $5,000, making net 
assets, as restated, of $100,000. This basis 
follows the assets, including the “positive 
good will,” into the hands of the parent. 
Thus on January 1, 1951, the day after the 
liquidation, the parent’s equity capital will 
include this $100,000 of net assets, in lieu of 
its $20,000 investment in the subsidiary’s 
stock. This is a net increase of $80,000 in 
the parent’s equity capital, which is equal 
to the increase in the subsidiary’s net assets 
after the parent acquired control of the 
subsidiary. 

Note that if the taxpayer had not bought 
the subsidiary’s stock in 1940 but had 
acquired it in a tax-free exchange giving 
it a basis other than cost for this stock, 
there would be no restatement of basis of 
the subsidiary’s assets and no recognition 
of “positive good will.” The subsidiary’s 
assets would be included in the parent’s 
equity capital at January 1, 1951, in the 
amount of $95,000, the same as the income 
tax basis of these assets to the subsidiary. 


Interim and Subsequent 
Transactions 


The specific assets of the subsidiary at 
the time the parent acquires control of its 
stock may be quite different from those 
on hand at the time of the liquidation 
3u: the “positive or negative good will” 
survives all the interim transactions. The 
use of these descriptive terms reflects the 
concept of a permanent separate asset or 
a permanent over-all write-down in the 
aggregate assets at the restatement date. 
No matter what the subsidiary may do 
thereafter, the “positive or negative good 
will” remains to be accounted for in de- 
termining the basis of its assets at the 
time of the liquidation. 

Likewise, the “positive or negative good 
will” becomes a permanent part of the 
parent’s assets, or an adjustment to its 
aggregate assets, after the liquidation. 
Hence, in determining the possible appli- 
cation of Part III to a particular taxpayer, 
we cannot confine our examination to situ- 
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ations in which the taxpayer itself acquired 
assets in an “intercorporate liquidation.” 
If it ever acquired assets of another corpo- 
ration with a transferred basis, we must 
also look for any “intercorporate liquida- 
tions” in which such predecessor was involved. 


Adjustment for Fair Market Value 


When the parent has a cost basis for its 
subsidiary’s stock so that a restatement of 
the basis of the assets is required, the 
regulations introduce a further complication 
into this restatement. They contemplate 
that as of the restatement date—January 
2, 1940, in the foregoing example—the fair 
market value of the subsidiary’s assets is 
to be reviewed, and any discrepancies be- 
tween basis and value at that time are to 
be eliminated by restating the basis of 
specific assets to reflect their value. Any 
such adjustments will increase or decrease 
the final balancing figure for “positive or 
negative good will,” so that the net over-all 
adjustment will bring the restated basis for 
the assets in line with the cost of the stock. 


If there is such a fair market value 
adjustment, further complications follow. 
If the specific asset involved is depreciable, 
depreciation must be recomputed for the 
period between the determination date and 
the distribution in liquidation, with a cor- 
responding adjustment in the restated basis 
at the later date. And this new deprecia- 
tion computation must also be continued 
by the parent after the liquidation for the 
purpose of its subsequent equity capital 
determinations. 


Let me repeat that all these adjust- 
ments and recomputations are solely for 
purposes of the equity capital determina- 
tion. They do not affect any tax liability of 
the subsidiary. They do not affect any in- 
come tax liability or computation of the 
parent after the liquidation. They do not 
even affect its computation of excess profits 
net income. Hence, when the fair market 
value adjustment is made to a depreciable 
asset, a special recomputation of basis and 
depreciation must be made under Section 
470 to determine the amount to be included 
in the parent’s equity capital from time to 
time after the liquidation, but this does not 
affect the regular computation .of depre- 
ciation under the income tax taw, which 
is continued for determining income tax 
liability and excess profits net income. We 
are already familiar with the double stand- 
ard taxpayer who computes depreciation in 
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one way for book purposes and in another 
way for tax purposes. Section 470 merely 
puts him on a triple standard. 


Since the fair market value adjustment 
adds further complications to tax com- 
putations that are already grievously com- 
plex, it is in order to consider whether, 
in practice, this adjustment will often be 
made. Generally, if “positive good will” is 
involved, it will be to the government’s 
advantage to absorb part of this amount by 
writing up the basis of a specific asset and 
offsetting part of the adjustment by the 
resulting increase in depreciation. How- 
ever, there is a mild implication from the 
regulations that the government will not 
do so except in out-of-the-ordinary cases.* 
Any such forbearance will be welcomed 
by taxpayers and their representatives who 
are already heavily burdened by multitud- 
inous tax computations. If “negative good 
will” is involved, it will generally be to 
the taxpayer’s advantage to apply as much 
as he can to the write-down of specific 
depreciable assets, but he may find agents 
and conferees insisting upon a heavy bur- 
den of proof. Hence, in most cases the line 
of least resistance for all involved will be 
to disregard the fair market value adjust- 
ment in all but quite clear-cut cases. 


Series of Stock Acquisitions 


So far we have assumed that the tax- 
payer acquired the subsidiary’s stock in a 
single transaction. But frequently there 
will have been a series of acquisitions, 
perhaps with some by purchase and others 
by tax-free exchange. 


In such cases, separate computations are 
required for each share, or each block of 
shares, acquired at the same time and in 
the same manner. Each share, or block, 
is deemed to represent a pro rata interest 
in the subsidiary’s assets and liabilities. 

Thus, if three fourths of the stock has 
a noncost basis to the taxpayer, three 
fourths of the assets or, more properly, an 
undivided three-fourths interest in each 
asset, will be included in the taxpayer’s equity 
capital with the same basis that these as- 
sets had in the hands of the subsidiary. 
The other one-fourth interest, attributable 
to stock having a cost basis, must be re- 
stated. The mechanics are as follows: 

If the subsidiary had 1,000 shares of 
stock outstanding, there are 1,000 so-called 








* The regulations state that ordinarily the 
entire basis adjustment will be reflected by 
positive or negative good will, and in an example 








“share units.” If the taxpayer’s cost of the 
one-fourth interest (250 shares) was $500 a 
share, we multiply this unit price of $500 
by the total share units (1,000). This 
produces $500,000. From this amount we 
deduct the cash and add the liabilities of 
the subsidiary, The resulting amount is the 
restated basis of the subsidiary’s gross 
assets other than money. Let us assume 
that this exceeds the subsidiary’s actual 
basis for these assets by $40,000. We take 
this amount as a hypothetical asset, “posi- 
tive good will,” which is owned by the sub- 
sidiary until it passes to the taxpayer in 
the liquidation some years later. But since 
we are presently concerned with only one 
fourth of the stock, only $10,000 of this 
amount will be picked up in the taxpayer’s 
equity capital after the liquidation. 


Dates of Restatement of Basis 


Another question that has not yet been 
covered is the date as of which the re- 
statement of basis of the assets is to be 
made. If there were several acquisitions 
of stock with a cost basis, several dates 
and restatements may be involved. 


If a particular acquisition of the sub- 
sidiary’s stock gives the taxpayer “control” 
of the subsidiary, or is made after the tax- 
payer has already acquired “control,” then 
the restatement of basis of the assets is 
made as of the date of such acquisition. 


3ut if the acquisition is made before the 
taxpayer has “control,” then the restate- 
ment with respect to that block of stock 
is deferred, being made as of the date of 
the subsequent acquisition by which the 
taxpayer does obtain “control.” There may 
be cases in which the taxpayer never does 
get “control” before the liquidation, as 
where there is an “intercorporate liquida- 
tion” under the consolidated returns regula- 
tions Or where a_ statutory merger or 
consolidation is involved. In these cases, 
the basis is restated as of the time im- 
mediately prior to the receipt of any prop- 
erty in the liquidation. The result is that 
the “positive or negative good will” exactly 
absorbs the difference between cost of the 
stock and the subsidiary’s basis for the 
assets before restatement, so that the parent’s 
equity capital is not affected. This is 
in accord with the general purpose of in- 
creasing or decreasing the parent’s equity 
capital only by the increase or decrease in 





the fair market value adjustment is made to 
a patent but not to fixed assets generally. 
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the subsidiary’s assets after the taxpayer 
obtained control of the subsidiary. 


“Control” is a term of many meanings 
in the Internal Revenue Code. For present 
purposes, it means ownership of stock pos- 
sessing (1) 80 per cent of the total voting 
power of all classes of stock entitled to 
vote and (2) 80 per cent of the stock of all 
other classes except nonvoting stock which 
is limited and preferred as to dividends. 
Such control must continue until the com- 
pletion of the liquidation. Regulations 130, 
Sections 40.472-5 (a) (2) and (b) cover 
some of the special problems that may arise 
in applying this definition, such as the loss 
and subseqeunt reacquisition of control 
and the treatment of the stock of one 
corporation acquired in the liquidation of 
another. 


Another series of questions that must be 
passed over at this time is involved when 
the liquidation is accomplished by a series 
of distributions, which may extend over a 
considerable time. Regulations 130, Section 
40.472-2 (d) contains a number of rules 
for these situations. 


Historical Invested Capital 
—Section 472 


Having dealt with the principal features 
and computations under Section 470, we 
now turn to Section 472, which is designed 
to accomplish substantially similar results 
if the taxpayer computes its excess profits 
credit by the historical invested capital method. 


The initial procedure under Section 472 
is the same as that under Section 470 as 
already discussed. The definition of “inter- 
corporate liquidation,” and the transactions 
that are included or excluded, is exactly the 
same. It is also necessary to determine the 
basis of the subsidiary’s assets at the time 
of the liquidation. If the stock in the 
subsidiary is held at a basis other than cost, 
we look to the basis of the assets in the 
hands of the subsidiary, just as under Sec- 
tion 470. If the stock has a cost basis, we 
make the same special restatement of a 
hypothetical basis of the assets to reflect 
“positive or negative good will.” There is 
also the possibility of a fair market value 
adjustment. This will involve some ad- 
ditional complications of interim compu- 
tation, since an appropriate adjustment of 
the subsidiary’s earnings and profits ac- 
count at the time of the liquidation may be 
involved. If there were several acquisitions 
of the subsidiary’s stock, the computations 
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must be made with respect to each acquisi- 
tion, and the dates as of which the assets 


basis is restated is the same as previously 
described. 


We are now ready for the additional 
steps required by Section 472. Under the 
historical capital method, changes in in- 
vested capital occur only if capital is paid 
in to the taxpayer or distributed by the 
taxpayer, or through changes in the ac- 
cumulated earnings and profits. None of 
these items would be affected by the tax- 
free liquidation of a subsidiary were it not 
for Section 472. 


To accomplish the purpose of reflecting 
the desired change in the excess profits 
credit, we proceed with a hypothetical gain 
or loss computation for the taxpayer. The 
amount received is the distribution in liqui- 
dation, taking the assets at their basis as 
restated. We deduct the taxpayer’s basis 
for its stock in the subsidiary. We must 
also deduct any liabilities of the subsidiary 
that are assumed by the taxpayer, or lia- 
bilities to which the property remains sub- 
ject in its hands even though they are not 
assumed, and any consideration given by 
the taxpayer for the assets other than its 
stock in the subsidiary. 


If this computation reflects a gain, it is 
called a “plus adjustment.’ If a _ loss 
results, it is a “minus adjustment.” If the 
taxpayer had acquired the subsidiary’s stock 
by several acquisitions, we compute the 
“plus or minus adjustment” for each share 
or block of comparable shares, 


A “plus or minus adjustment” attribut- 
able to stock having a cost basis is reflected 
in the taxpayer’s earnings and profits, that 
is, the hypothetical gain or loss is treated 
as if it had been realized and recognized 
for purposes of determining the excess 
profits credit, even though it has no effect 
upon income tax liability or excess profits 
net income. The collateral results are the 
same as those relating to any change in 
earnings and profits. Thus, since earnings 
of a taxable year are not reflected in in- 
vested capital until the beginning of the 
following year, this computation under Sec- 
tion 472 is not material until that time, 
except as it might affect the question 
whether a distribution to shareholders in 
the year of the liquidation was made from 
earnings and profits or from capital. 


If the taxpayer held the subsidiary’s 
stock with a basis other than cost, the “plus 
or minus adjustment” is added to or sub- 
tracted from daily invested capital for each 
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day after the liquidation. This means that 
the adjustment under Section 472 is im- 
mediately reflected in invested capital and 
affects the excess profits credit for the year 
in which the liquidation occurs. It also 
means that the adjustment is made to 
paid-in capital, with the collateral conse- 
quences of such status. For instance, an 
increase in paid-in capital resulting from 
a “plus adjustment” will not be offset by a 
deficit in earnings and profits. 


Other Consequences 
of a Liquidation 


Consummation of an intercorporate liqui- 
dation in a year subject to the excess 
profits tax will have a number of effects 
upon excess profits tax liability other than 
those described. For one thing, the inad- 
missible asset represented by the subsidi- 
ary’s stock will be eliminated from the 
parent’s assets. The subsidiary will be- 
come a component of the taxpayer, with 
the effects upon the income credit and 
capital adjustments that are specified by 
Part II of the act. However, these and 
other consequences are beyond the scope 
of this discussion, which is confined to the 
consequences only under Part III of the law. 


Property Received in an Exchange 
—Section 471 

Part III also includes Section 471, which 
may be disposed of more briefly than the 
other provisions. It states a rule applicable 
under the historical invested capital method, 
which was also found in Section 760 of the 
prior law as amended in 1942, 

Section 471 applies where the taxpayer 
receives property from another corporation 
and the taxpayer’s basis for this property 
is determined by reference to the trans- 
feror’s basis for this property. It specifies a 
rule to determine the amount paid in for 


the taxpayer’s stock or as paid-in surplus 
or as a contribution to its capital as a 
result of this transaction. However, if the 
transaction is an “intercorporate liquida- 
tion,” we proceed under Section 472 rather 
than under Section 471. 

Under Section 471, we first ascertain the 
basis of the property in the hands of 
the taxpayer. As in other cases under the 
historical invested capital method, this is 
the “unadjusted basis” for determining gain 
or loss on a sale or exchange of the prop- 
erty. We might call this the gross amount 
paid in to the taxpayer. 

From his gross amount we make three 
deductions: 

(1) Liabilities of the transferor, assumed 
by the taxpayer or to which the property 
remains subject in its hands. 

(2) Any liabilities of the taxpayer repre- 
senting part of the consideration for the 
property. However, we do not duplicate 
here any of the liabilities under item (1), 

(3) Any money or property (taking prop- 
erty at its fair market value), other than 
the taxpayer’s stock or the above liabilities, 
given by the taxpayer as part of the con- 
sideration for the property. 

These three deductions represent the con- 
sideration paid by the taxpayer for the 
property other than its own stock. So the 
net amount represents the amount prop- 
erly to be considered as paid in for stock 
or as paid-in surplus or as a contribution 
to capital. This amount is added to daily 
invested capital for each day after the 
transaction. 

It is possible for these three deductions 
to exceed the basis of the property re- 
ceived by the taxpayer. In such a case, 
there is a diminution rather than an in- 
crease in invested capital. Hence, this ex- 
cess is deducted from daily invested capital 
from other sources, commencing with the 


day after the transaction. [The End] 





MORE ABOUT RECORDS 


Last month’s discussion about record- 
keeping antedated Presidential approval of 
two bills dealing with records of govern- 
ment contracts. 

A provision in Section 443, Chapter 23, 
the United States Code which read “five 
years after the termination of hostilities in 
the present war as proclaimed by the Presi- 
dent or by a concurrent resolution of the 
two Houses of Congress” was deleted by the 
October 31 enactment of Public Law 248. 
The substituted phrase reads “five years 
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after 12 o’clock noon of December 31, 1946.” 

Another enactment, Public Law 245, was 
also approved October 31. It gives the 
Comptroller General the right, until the ex- 
piration of three years after final payment, 
to examine the books and records of con- 
tractors and subcontractors engaged in the 
performance of contracts negotiated with- 
out advertising. This provision is similar 
to a right given to him under Public Law 
921 of the Eighty-first Congress to examine 
books and records on negotiated contracts. 
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Excess Profits Tax Problems 


in Organizing a Subsidiary Company 


By ROBERT F. GRAHAM, Attorney 
Member of Gardner, Carton & Douglas 
Chicago, Illinois 


‘ \ CORPORATE TAXPAYER con- 
templates a reorganization or acquisition 
today one of the first questions its tax ad- 
visors must ask is: “How will the trans- 
action affect the company’s excess profits 
tax position?” 

It would be disastrous to combine two or 
more companies by consolidation, merger 
or intercorporate liquidation and then find 
that the excess profits credit of the reorgan- 
ized company is substantially less than the 
aggregate of the credits of the several com- 
panies prior to the transaction. It might 
be equally disastrous for a corporation to 
organize another corporation, transfer a 
unit or division of its business in a tax-free 
transaction to the new company and then 
find that one company had a larger excess 
profits credit than it could use, while the 
other was subject to excess profits tax. If 
the new company were a subsidiary of the 
old one and consolidated returns were filed, 
the only loss involved might be the 2 per 
cent increase in surtax imposed?’ in that 
event. But if the transaction involved a 
“spin-off”? which is permitted under the 
Revenue Act of 1951 for the first time in 
many years,” the excess profits tax liability 
of the two companies after the transaction 
might be substantially higher than if the 
transaction had not taken place. 

The consideration of the excess profits 
tax problems arising out of corporate reor- 


ganizations and certain other types of corpo- 
rate acquisitions requires thorough knowledge 
of Parts II, III and IV of the Excess 
Profits Tax Act.* The provisions of Part 
II that will be applicable in a particular 
case will depend, among other things, upon 
whether the transaction involves a partial 
transfer or a complete transfer, whether 
the transaction took place in the base period 
or in an excess profits tax year, whether the 
credit is being computed for an excess 
profits tax, year in which the transaction 
took place or for a later year and whether 
the credit is based upon the general-average 
method, the growth alternative or one of 
the relief provisions of the law.* 

The present discussion covers the organ- 
ization of a subsidiary, which involves a 
partial transfer by one company, referred 
to as the component corporation in the 
statute, to another company, referred to as 
the acquiring corporation.’ In the exam- 
ples given it is assumed that the transfer 
is made at the end of an excess profits tax 
year and that the credit is being computed 
at the beginning of the year following 
the transfer.® 

Because of the limited scope of our sub- 
ject and the examples used in discussing it, 
we are concerned only with the application 
of a few of the many provisions of Part II 
and none of Parts III and IV. The follow- 
ing discussion of a hypothetical case and 





1 Code Sec. 141 (c). 
2Code Sec. 112 (b) (11), as added by the 
Revenue Act of 1951, Sec. 317. 

3 Code Secs. 461 and following. 

*Code Sec. 462. Proposed Regs. 130, Sec. 
40.462-1, CCH Excess Profits Tax Reports (3d 
Ed.) {| 57,159. 

5 Code Secs. 461 (a) and (b). 

®It therefore is not necessary in the examples 
given to make a second allocation of the income 
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allocated to the acquiring corporation as it 
would be if the transaction took place some- 
time during but not at the end of an excess 
profits tax year. In the latter case the com- 
ponent corporation would be entitled to retain 
that proportion of the income otherwise al- 
locable to the acquiring corporation that the 
number of days in its tax year prior to the 
transaction bears to the total number of days 
in the tax year. 
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various other examples demonstrates that 
in Organizing a subsidiary primarily for a 
business purpose, incidental tax 
advantages may be obtained through care- 
ful planning. 








certain 


Hypothetical Case 


(a) At all times since January 1, 1946, 
corporation A has owned and operated two 
separate manufacturing plants. Plant 1 is 
in Michigan and is used for the manufac- 
ture of automobile parts. Plant 2 is in IIli- 
nois and is used for the manufacture of 
electrical equipment. In order to retain the 





services of certain key employees of the 
electrical-equipment division, the company’s 
board of directors proposes to .organize a 
subsidiary to take over the operation of 


that division as of the close of business 


December 31, 1951, and to cause the sub- 





sidiary to adopt a ring plan for 
the benefit of the key employees and other 


Yearly base-period capital: 
Equity capital, January 1 
/ 


5 per cent of 


January 1 


Te tal 
Deduct: 


terest on borrowed capital 


Yearly base-period capital 


During the base-period years the com- 
pany did not have and it now does not have 
any inadmissible assets or loans to con- 
trolled companies. 

(e) It is estimated that the items enter- 
ing into the determination of the company’s 
net capital addition or reduction for the 
calendar year 1952 will be as follows: 


Equity capital, January 1, 1952 $700,000 
75 per cent of average borrowed 
capital for the calendar year 1952 . 225,000 


(f) Further investigation discloses that: 

(i) It is anticipated that the excess profits 
net income of the automobile-parts busi- 
ness and the electrical-equipment business 
will be $100,000 and $150,000, respectively, 
for the calendar year 1952. 

(ii) The total adjusted basis of the com- 
pany’s assets at the present time is $1,200,000. 
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75 per cent of adjustment for 


salaried personnel. This proposal is based upon 
recommendations of the company’s bank- 
ers who have been asked to obtain financing 
for the electrical-equipment division. 

(b) Corporation A was organized prior 
to January 1, 1946. On that date the total 
adjusted basis of its assets was $650,000. 
It was not a member of an affiliated group 
The company’s gross receipts were $1,500,000 
for the first half (1946-1947) of its base 
period and $2,500,000 for the second 


(1948-1949). 





(c) The company’s excess profits net in- 


come for each of its base-period years was 


Calendar Year 
1946 1947 1948 1949 


$80,000 $85,000 $100,000 $125,000 


(d) The items entering into the determi- 
nation of the company’s capital additions 
in its base period are as follows: 


Column 1 Column 2 Column 3 
1950 1949 1948 
$550,000 


$500,000 $450,000 


borrowed capital, 





150,000 75,000 75,000 
$700,000 $575,000 $525,000 

in- 
50,000 25,000 25,000 








$650,000 $550,000 $500,000 





Its liabilities other than borrowed capital 
are $200,000. The fair market value of the 
assets at present is $1,500,000. It is esti- 
mated that assets having an adjusted basis 
of $650,000 and a fair market value of 
$900,000 and liabilities other than borrowed 
capital of $100,000 will be transferred to the 
new subsidiary upon its organization. 

(iii) The company’s borrowed capital at 
present is $300,000. It is estimated that 
there will be no change in borrowed capital 
before the end of the current year. It also 
is estimated that the proposed subsidiary 
will have borrowed capital of $150,000 and 
that the borrowed capital of the parent will 
be $150,000 immediately after the transaction; 

(iv) The automobile-parts business and 
the electrical-equipment business each con- 
stituted a going business unit for which 
adequate and separate records were main- 
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tained. The identifiable earnings-experience 
for the base period of the assets used in 
each of the business units was: 
—Calendar ¥ ear————— 
1946 1947 1948 1949 





Jt 





,000 $75,000 $ 75,000 $ 25,000 


¢ 


Electrical 


equipment 5,000 10,000 25,000 100,000 





Combined $80,000 $85,000 $100,000 $125 


000 





If the company carries out its plan to 
ze a subsidiary and transfer the assets 
used in the electrical-equipment-manufactur- 
ing division to it, the subsidiary will be an 
acquiring corporation and the company will 
be a component corporation within the mean- 
ing of Code Sections 461 (a) (1) (E) and 
461 (b) (6), respectively, and both com- 
panies will be required to compute thei 


' 
t 
fits credits based on income under 


excess pro 
Part II of the Excess Profits Tax Act of 


1950 as amended. The statute requires that 
in so computing the credits of the two com 
panies, the excess profits net income for the 
period years,’ the base-period capital 
n* and the net capital addition or 
reduction’ of the company be allocated in 
part to the subsidiary, as the acquiring cor- 
poration, and that the part of those items 
not allocated to the subsidiary be retained 


by the company, as the component corpo- 
ration.” 

In a partial transfer” of this sort 
methods ™ 


two 
are provided for allocating excess 
profits net income to the acquiring corpora- 
tion. Under one method, excess profits net 


income for the base period of the component 
may be allocated to the acquiring corpora- 
tion in proportion to the ratio that the fair 
market value of the property of the com- 
ponent held by the acquiring corporation 
immediately after the transaction bears to 
the fair market value of the total assets 
of the component immediately prior to the 
transaction. This ratio will be referred to 
as “the fair-market-value-of-assets ratio.” 
Under the other method, excess profits net 
income for the base period may be allocated 

7 Code Sec. 462. 

§ Code Sec. 464. 

® Code Sec. 463. 

1 Code Sec. 461 (c). 

"1 Allocations are required only in cases in- 
volving transfers of the type described in Code 
Sec. 461 (a) (1) (E), referred to in the text 
as ‘‘parti transfers’’ as distinguished from 
“complete transfers.”’ 

2% Code Sec. 462 (i); proposed Regs. 130, Sec. 
40.462-9, CCH Excess Profits Tax Reports (3d 
Ed.) { 57,167. 
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on the basis of the actual base-period earn- 
ings experience of the properties transferred 
to the acquiring corporation and of the prop- 
erties retained by the component. The sec- 
ond method may be used only ‘where the 
transferred assets and the retained assets 
each constituted, at all times involved in 
such allocations, a going business unit for 
which adequate and separate records were 
maintained.” In addition, the parties to 
the transaction must enter into a written 
agreement pertaining to the application of 
this method.™ 

No matter which of these methods is used 
in allocating base-period earnings, the fair- 
f-assets ratio must be used 
in allocating capital additions in the base 
period to the acquiring corporation and the 


component.” Similarly, only one method is 





at ary }s ; 
market-value-ot 


provided for allocating the component’s net 
capital addition or reduction to the acquir- 
ing corporation.” The equity capital of the 
component at the beginning of its first excess 
profits tax year is required to be allocated 
to the acquiring corporation in tl 


propor- 





tion to the ratio that the equity capital trans- 





ferred to it bears to the eq 
the component immediately prior to the 
transaction. Similar rules govern the alloca- 
tion of the daily borrowed capital and origi- 
nal inadmissible assets of the component 





at the beginning of its first excess profits 
tax year. The amounts so allocated shall be 
deemed to be the equity capital, daily bor- 
rowed capital and inadmissible assets of the 
acquiring corporation, respectively, at the 
beginning of its first excess profits tax year 
for purposes of computing its net capital 
addition or reduction.” 

The statement of the case has been worked 
out to demonstrate that the company, in 
addition to accomplishing a desired business 
purpose by organizing a new subsidiary, can 
at the same time increase the excess profits 
credit available to itself and to the proposed 
subsidiary as an acquiring corporation and 
thereby obtain a reduction in excess profits 
tax. 





Item (b) of the statement of the case indi- 
cates that the company is entitled to use 
the alternative based on growth in comput- 


18 Proposed Regs. 130, Sec. 40.462-9 (b) (1), 
CCH Excess Profits Tax Reports (3d Ed.) 
1 57,167. 

14 See footnote 13. 

% Code Sec. 464 (b); proposed Regs. 130, Sec. 
40.464-1 (e). 

% Code Sec. 463; proposed Regs. 130, Sec. 
40.463-1 (f). 

17 See footnote 16. 
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ing its excess profits credit under the income 
method.” The total adjusted basis of its 
assets on the first day of its base period did 
not exceed $20,000,000." Only its own assets 
need be taken into account in determining 
whether it is qualified to use the growth 
method, since it is not a member of an 
affiliated group having the privilege of filing 
a consolidated return.” Finally, its gross 
receipts for the last half of its base period 
are 150 per cent or more of its gross receipts 
for the first half of its base period.” 


Item (c) of the statement of the case 
indicates not only that the company is en- 
titled to use the growth method but, obvi- 
ously, that it is to its advantage to do so. 
If the general-average method were used, 
the average would be based on the excess 
profits net income for the years 1947, 1948 
and 1949 and would equal one third of 
$310,000 or approximately $103,000.” Under 
the growth method the average would be 


Computation of Corporation 
Beginning of the 
January 1, 1952 
Equity capital 
75 per cent of borrowed capital 
January 1, 1950 
Equity capital 
7 


per cent of borrowed capital 


Net capital addition 


The company’s credit under the growth 
method for 1952, before taking into account 
any capital additions or reductions that may 
be made in that year, therefore will be 


1% Code Sec. 435 (e) (1) (A), as amended by 
the Revenue Act of 1951, Sec. 504. This subsec- 
tion, as originally enacted by the Excess Profits 
Tax Act of 1950, permitted a taxpayer to use 
the growth method only if it commenced busi- 
ness before the beginning of its base period. 
As amended by Sec. 504 of the Revenue Act of 
1951, this subsection permits a taxpayer to use 
the growth alternative if it commenced business 
prior to the end of its_base period. The Sen- 
ate Finance Committee Report on the Revenue 
Bill of 1951 (H. Res. 4473) comments on this 
amendment as follows: 

“This section, for which there is no corre- 
sponding provision in the House bill, amends 
section 435 (e) of the code (relating to the 
alternative based on growth) to permit a new 
corporation which commenced business before 
the end of its base period to qualify for the 
alternative average base period net income 
based on growth, providing it can meet the 
other requirements of such section. For the 
purpose of determining qualification under sec- 
tion 435 (e) the amount of a new corporation's 
total assets, total payroll, gross receipts, net 
sales, excess-profits net income, etc., for any 
period of time during which such corporation 
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based on the excess profits net income for 
1949 only and would be $125,000." 


In computing its credit, the company, be- 
cause it uses the growth method, is not 
entitled to take into account its capital addi- 
tions in the base period.* However, the 
statement of the case includes data pertain- 
ing to those additions as Item (d), since 
after the transaction is completed one of 
the companies may use the general-average 
method in computing its income, and that 
company shall be entitled to take its pro- 
portionate share of the base-period capital 
addition into account in computing its credit 
Based on the data in Item (d), the base- 
period capital addition is $125,000. 

According to data in Items (d) and (e) 
of the statement of the case, the net-capital 
addition from the end of the base period 
to January 2, 1952, based upon estimates 
at that date, amounts to $225,000 computed 
as follows: 


A’s Net-Capital Addition at the 


Calendar Year 1952 


$700,000 
225,000 $925,000 
$550,000 
150,000 700,000 
$225,000 








83 per cent of the average base-period in- 
come * of $125,000, or $103,750, plus 12 per 
cent of the net-capital addition * of $225,000, 
or $27,000, making a total of $130,750. 


was not in existence, will be taken into account 
under section 435 (e) at zero. For example, a 
new corporation would, unless it is a member 
of an affiliated group for its first excess profits 
tax taxable year, automatically satisfy the 
total assets requirement of section 435 (e) (1) 
(A) (i), since its total assets as of the first 
day of its base period would be zero. A corre- 
sponding amendment has been made in part II 
(relating to the excess-profits credit based on 
income in connection with certain exchanges).” 

1% Code Sec. 435 (e) (1) (A) (i), as amended. 

20 See footnote 19. 

71 Code Sec. 435 (e) (1) (A) (ii), as amended. 
A taxpayer also would qualify under this sub- 
section if its total payroll ‘‘for the last half of 
its base period is 130 per centum or more of 
its total payroll for the first half of its base 
period.’”’ 

22 Code Sec. 435 (d). 

23 Code Sec. 435 (e), as amended by Sec. 504 
of the Revenue Act of 1951. 

24 Code Sec. 435 (a) (1) (B). 

2% Code Sec. 435 (a) (1) (A), as amended by 
the Revenue Act of 1951, Sec. 602. 

26 Code Sec. 435 (a) (1) (C). 
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Since the transaction occurred after the 
close of the company’s (component corpora- 
tion) base period and since the company 
now is entitled to use the growth method, 
both the company and the proposed sub- 
sidiary, after it is organized, shall be entitled 
to use the growth method.” If the com- 
pany’s excess profits net income is allocated 
to the acquiring corporation and itself on 
the fair-market-value-of-assets ratio, it is 
clear that the average base-period net income 
of the component and of the acquiring cor- 
poration will exactly equal the average base- 





period net income of the component prior 
to the transaction. 

From the data set forth in Item (f) (ii) of 
the statement of the case, it appears that 
the ratio that the estimated fair market 
value of the assets to be transferred ($900,000) 
bears to the fair market value of the com- 
pany’s total assets ($1,500,000) is 60 to 100, 
or 60 per cent. If this ratio is applied to 
the company’s income for each year in its 
base period, excess profits net income will 
be allocated to the component and the ac- 
quiring corporation in the following amounts: 


Allocation of Corporation A’s Base-Period Net Income Immediately 
Prior to Transaction on Basis of Fair-Market- 
Value-of-Assets Ratio 


Base-Period 


Income of 
Company 


Base-Period Income 
Allocated to 





Immediately ( = 1 = 


Prior to Acquiring Component 

Transaction Corporation Corporation 

Year 100 per cent 60 per cent 40 per cent 
1946 $ 80,000 $48,000 $32,000 
1947 85,000 51,000 34,000 
1948 100,000 60,000 40,000 
1949 125,000 75,000 50,000 


On the basis of this allocation it would 
be to the advantage of both companies to 
use the growth method, and under that 
method the average base-period net income 
of each of the companies would be measured 
by the 1949 income allocated to it, or $75,000 
in the case of the proposed subsidiary as 
the acquiring company, and $50,000 in the 
case of the present company as the com- 
ponent corporation. 








If, instead, the base-period net income is 
allocated on the basis of the actual base- 
period earnings experience of the properties 
transferred to the acquiring corporation and 
of the properties retained by the component, 
the income allocated to the acquiring corpo- 
ration and to the component according to 
the data in Item (f) (iv) of the statement 
of the case will be: 


Allocation of Corporation A’s Base-Period Net Income Immediately Prior 


to Transaction on Basis of 


Actual Earnings Experience 


Base-Period 


Income of 
Company 


Base-Period Income 
Allocated to 





Immediately r — - 
Prior to Acquiring Component 
Year Transaction Corporation Corporation 
1946 $ 80,000 $ 5,000 $75,000 
1947 85,000 10,000 75,000 
1948 100,000 25,000 75,000 
1949 125,000 100,008 25,000 


If the company’s income is allocated in 
this manner it will be advantageous for the 
acquiring corporation, but not for the com- 
ponent, to use the growth method. While 








the law and the regulations provide that the 
excess profits net income allocated to the 
acquiring corporation cannot exceed 100 per 
cent of the excess profits net income of the 





* Code Sec. 462 (c) (2). 
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component corporation immediately prior td 
the transaction, there is no requirement that 
the average base-period net income of the 
acquiring corporation and the component 
corporation combined, if computed under 
either the general-average method or the 
growth method, shall not exceed 100 per 
cent of the average base-period net income 
of the component immediately prior to the 
transaction.~ 


Using the growth method the average 
base-period net income of the acquiring cor- 
poration will be $100,000 measured by the 
income allocated to it for 1949. The com- 


ponent will use the general-average method, 


ind its average base-period net income, 
measured by the average of the income allo- 
cated to it for the three best years, that is, 


1946, 1947 and 1948, will be $75,000. Togethe 
the average base-period net incomes of tl 


r, 
1e 

mponent and the acquiring corporation 
will be $175,000 after the transaction, or 
$50,000 more than the average of the com- 
pany immediately prior to the transaction. 

It previously has been explained that the 
pany’s base-period capital addition is 





000 Since the component will com- 
pute its credit under the general-average 
method af er the transac tion, the portion of 
base-period capital addition retained by 
it must be taken into account. The portion 
i computed by applying the fair- 





-ket-value-of-assets ratio, is 40 per cent 
of $125,000, or $50,000, and the component 
is entitled to an additional credit of 12 per 
cent of that base-period 
or $6,000. 


capital addition, 


Computation of Ratios to Be Applied in 


Capital of Corporation 





Allocating Equity Capital and Borrowe 
A as of the First Day of Its 





The data set forth under Items (f) (ii) 
and (iii) of the statement of the case indi- 
cate that four sevenths of the component cor- 
poration’s equity capital and one half of its 
borrowed capital immediately prior to the 
transaction are to be transferred to the 
acquiring corporation. Therefore, in order 
to compute the acquiring corporation’s net 
capital addition or reduction, it is necessary 
to allocate four sevenths of the componen 
equity capital of $550,000 and one half of 
borrowed capital of $200,000 for the 
: 








day ot its first excess pronts year to 
the acquiring cory ion I iring 
corporation’s net capital addition or reduc- 
tion is then determined by comparing the 


equity capital and borrowed capital so allo- 





cated to the acquiring corporation with its 


equity capital and borrowed capital as of 
| \ aipita I I 


the day following the transaction. 


In this case the acquiring corporation's 





net capital addition for 1952 at the beg 
of that year will be $123,000, and the ac- 
quiring corporation will be allowed an addi- 


tional credit of 





approximately $14,760, for 1952. Similarly, 
the net capital addition of the component 
after the transaction will be $102,000, and 
it will be allowed an additional credit of 


$12,240. 

The computation of (1) the ratios referred 
to above, (2) the net capital additions of the 
acquiring corporation and the component 
and (3) the additional credits allowable be- 
cause of those additions are set forth in the 


following tables. 


First Excess Profits Tax Year 


Corporation A 
Immediately 
Prior to 
Transaction 


Assets (adjusted basis) 


Liabilities (other than 


borrowed capital) $200,000 


Borrowed capital 300,000 


Total liabilities 


Equity capital 


$1,200,000 


500,000 


To Be Transferred Ratio to Be 
to Acquiring Applied as 
Corporation of January 

January 1, 1952 1, 1950 


$650,000 


$100,000 
150,000 lto2 


250,000 


$ 700,000 $400,000 4to7 


28 Proposed Regs. 130, Sec. 40.462-9 (b) (2), 
CCH Excess Profits Tax Reports (3d Ed.) 


{| 57,167. 
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Capital addition: 


Equity capital immediately 


prior to transaction 


January 1, 1952 


As of first day of corpora- 
tion A’s first excess prof- 


its tax year 


Increase 


75 per cent of borrowed 
capital immediately prior 


to transaction 


Computation of Net Capital Addition 


Allocated to 





Ratio ¢ — — 
Corpora- Usedin Acquiring Component 
tion A Allocation Corporation Corporation 





$700,000 
$400,000 $700,000 
550,000 4to7 314,500 235,500 
$150,000 $ 85,500 $464,500 

















January 1, 1952 $112,500 $112,500 
As of first day of corpora- 
tion A’s first excess prof- 
its tax year 150,000 lto2 75,000 75,000 
Increase $ 75,000 : $ 37,500 $ 37,500 
Capital addition $225,000 $123,000 $502,000 
Capital reduction: 
Increase in inadmissible assets 400,000 
Net capital addition. $225,000 $123,000 $102,000 


Based upon the foregoing allocations, the The combined credits will be $178,050, which 
excess profits credit of the acquiring corpo- is $47,300, or an increase of 36 per cent over 


ration 


under the growth method 


will be the credit of corporation A immediately prior 


$97,760, and the credit of the component’ to the transaction. A computation of the 
under the growth method will be $80,290. credits follows: 





Computation of Excess Profits Credit 
Corpora- 
tion A Acquiring Component 


Immediately Corporation Corporation 
Prior to Day After Day After 
Transaction Transaction Transaction 


Average base-period net income: 


Growth method 
General-average method 
3ase-period capital addition 

Net capital addition 


$125,000 $100,000 
$ 75,000 


125,000 75,000 50,000 
ee 225,000 123,000 102,000 


83 per cent of average base-period net 


income ao wor eee .. $103,750 $ 83,000 $ 62,250 
12 per cent of base-period capital addition 6,000 
12 per cent of net capital addition... .. 27,000 14,760 12,240 


Excess profits credit 
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$130,750 $ 97,760 $ 80,290 










































































There are a number of other situations 
in which a company having two or more 
“going business units” or divisions, for which 
adequate and separate records are main- 
tained, may increase its excess profits credit 
as it was increased in our case. Two exam- 
ples are readily available. 


Example 1 


A corporation having two going business 
units for which adequate and separate rec- 
ords are maintained and measuring its aver- 
age base-period income under the growth 
alternative on the basis of its earnings for 
the last 24 months of its base period may 
find that if it transfers the properties used 
in the operations of one unit to a newly 
organized subsidiary, as an acquiring corpo- 
ration, one of the corporations after the 
transaction will measure its average base- 
period income on the basis of its earnings 
for the last 24 months of the base period 
and the other on the last 12 months of the 
base period and that the excess profits credits 
of the two companies combined will exceed 
the credit of the component immediately prior 
to the transaction.” 


Example 2 


A corporation having two going business 
units for which adequate and separate rec- 
ords are maintained and computing its aver- 
income under either the 
general-average method or the growth alter- 
native may find that if it transfers the prop- 
erties used in the operations of one unit to 
a new subsidiary, as an acquiring corpora- 
tion, one of the corporations after the trans- 
action will compute its credit under the 
income method and one under the invested- 
capital method and that the credits of the 
two companies combined will exceed that of 
the component immediately prior to the 
transaction. This situation might also apply 
to a company now computing its credit under 
the invested-capital method. 


age base-peri vd 


Special rules are applicable if a corpora- 
tion entitled to compute its average base- 
period net income under one of the relief 
provisions of the statute transfers the prop- 
erties used in carrying on the operations of 








one unit of its business to a newly organized 
subsidiary.” In that event, the component 
in most cases is required to allocate a portion 
of its average base-period net income™ to 
the acquiring corporation. The allocation 
may be made on the basis of the fair-market- 
value-of-assets ratio or on the basis of the 
actual base-period earnings experience of 
the properties transferred,” provided, of 
course, that the requirements for using earn- 
ings experience as a basis of allocation are 
met. However, since the income to be al- 
located is not the actual excess profits net 
income for specified years but, instead, is 
the average base-period net income, which 
is computed under the applicable relief provi- 
sion by multiplying the company’s total 
assets by the base-period rate of return for 
its industry classification,” it is not clear 
as to how an allocation based on actual 
earnings experience is to be made. The regu- 
lations are not very helpful on this point, 
but they do specifically state that it is thé 
average base-period income that is to be al- 
located and that the allocated portion shall 
not exceed 100 per cent of the average base- 
period net income.™® Consequently the excess 
profits credit, under the income method, of 
the acquiring corporation and the component 
after the transaction cannot exceed the credit 
of the component under the income meth: 
immediately prior to the transaction. This, 
of course, is not the case if after the trans- 
action one company computes its credit under 
the income method and one under the in- 
vested-capital method. 


| 


In the hypothetical case that we have just 
considered, the transaction according to the 
statement of facts was planned to accomplish 
a business purpose. Is it likely that despite 
its business purpose the transaction may be 
successfully attacked by the Commissioner 
under Code Section 45 or 129 or under Code 
Section 15 (c) as amended by Section 121 
(f) of the Revenue Act of 1951? 

Under Section 45 the Commissioner is au- 
thorized to allocate 
tions, credits or 


gross income, deduc- 
allowances among related 
taxpayers if he determines that such alloca- 
tion is necessary to prevent evasion of taxes 
or clearly to reflect the income of any of 
the related taxpayers. Section 129 provides 


in part that if, in a tax-free transfer, any 





22 Code Sees. 435 (d) (2) (C) and (D). 





89 Code Secs. 462 (d), (e), (f), (g) and (h); 
proposed Regs. 130, Secs. 40.462-4, 40.462-5, 
40.462-6 10,462-7 and 40.462-8, CCH Excess 


Profits Tax Reports (3d Ed.) { 57,162 to { 57,166, 
inclusive. 
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31 Code Sec. 462 (i); proposed Regs. 130, Sec. 
40.462-9, CCH Excess Profits Tax Reports (3d 
Ed.) § 57,167. 

82 See footnote 31. 

33 For example, see Code Sec. 443 (b). 


3 Proposed Regs. 130, Sec. 40.462-9 (b) (2), 
CCH Excess Profits Tax Reports (3d Ed.) 
{| 57,167. 
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corporation acquires property of another 
corporation not previously controlled by the 
acquiring corporation or its stockholders, 
and if “the principal purpose for which such 
acquisition was made is evasion or avoidance 
of Federal income or excess profits tax by 
securing the benefit of a deduction, credit 
or other allowance which such... corpora- 
tion would not otherwise enjoy, then such 
deduction, credit, or other allowance shall 
not be allowed.” (Italics supplied.) 


It is believed that any attempt by the 
Commissioner to invoke these sections in 
the present case would fail.” The income 
of each company is clearly reflected and the 
principal purpose” of the transaction is not 
the evasion or avoidance of taxes. Moreover, 
the excess profits credit is allocated to the 
two companies in accordance with a method 
prescribed in detail in the Regulations, and 
since the advantage obtained under that method 
is available only in certain circumstances, 
he applicable provisions of the Regulations 
may very well be regarded as a relief 
measure. 

Section 15 (c), as amended, presents a 
different story. That section provides in 
that “if any corporation transfers, on 
fter January 1, 1951, all or part of its 





(other than money) to another 
ion whic 





was created for the pur- 
pose of acquiring such property ... and 
f after the transfer the transferor .. . or 





its stockholders or both are in control of 








e isferee then such transferee : 
shall not... be allowed either the $25,000 
r nption from surtax ... or the $25,000 
minimum excess profits credit unless 


ransferee shall establish by the clear 








of such exemption or credit was not a 
jor purpose of such transfer.” (Italics 


supplied.) 





The test under Section 15 (c) differs ma- 
terially from the test under Section 129. 
Under Section 15 (c) it must be established 
hat tax avoidance was not a major purpose 
of the transaction, whereas under Section 
129 it must be established that tax avoidance 
was not the principal purpose. The use of 
the article “a” in one case implies that there 
may be several major purposes, while the 
use of the article “the” in the other case 
implies that there can be only one principal 
purpose. It, of course, is more difficult to 
establish that a particular purpose is not one 




























































of several major or great purposes than it 
is to establish that it is not the only principal 
purpose, particularly when the former is 
required to be established by the clear pre- 
ponderance of the evidence. It is entirely 
possible that the Commissioner would fail 
in an attempt to invoke either Section 45 or 
Section 129 and at the same time prevail 
under Section 15 (c). That, of course, would 
not change the conclusions in our case. ™ 


The examples considered up to this point 
have emphasized the possibility of increas- 
ing the aggregate credit available to a com- 
pany and subsidiary company. In addition, 
the danger that a partial transfer to a sub- 
sidiary may result in one of the companies 
obtaining a larger credit than it requires 
has been mentioned. Another point that 
requires careful consideration is the pos- 
sibility of working out partial transfers which 
will result in the transfer of substantial in- 
come but the allocation of only a relatively 
small portion of a component’s excess profits 
credit to an acquiring subsidiary. A com- 
pany that has excess profits income of 
$650,000 and a credit under the income 
method of $400,000 is subject to excess profits 
tax on $250,000 at 30 per cent, and its tax 
will be $75,000. If, by a partial transfer 
of its property to a subsidiary, the parent 
shifted income of $275,000 and $25,000 of 





its credit to the subsidiary, the parent would 
have no excess profits tax liability and the 
subsidiary would be liable for an excess 
profits tax on $275,000 at the maximum rate 
of 18 per cent,” or a tax of approximately 
$50,000. The transaction accordingly would 
result in a tax reduction of $25,000. 


Results of this sort might be accomplished 
in the case of a company which, after carry- 
ing on its operations for many years in a 
plant owned by it, started a second division 
of its business.in a leased plant with a low 
investment during the base period and after 
breaking even for several years is now 
operating the new division at an unusually 
high rate of profit, if the assets of the new 
division are now transferred to a newly 
organized subsidiary and the actual earn- 
ings experience of the two divisions are 
used in allocating a portion of the company’s 
excess profits net income for the base-period 
years to a subsidiary. 

This illustration might be helpful] to a tax- 
payer which has two or more separate going 
business units and which will be entitled to 





% See Rabkin and Johnson, Federal Income, 
Gift and Estate Taxation, Secs. 11.04 and 11.06 
and cases collected there. 
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% Cf. Marjorie N. Dean, CCH Dec. 16,206, 10 
TC 19 (1948). 

37 Code Sec. 430 (a) (2) (C), as added by the 
Revenue Act of 1951, Sec. 121 (b). 
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allocate its base-period income on the basis 
of actual earnings experience if it transfers 
the property of one unit to a newly organized 
subsidiary; provided, of course, that the unit 
to be transferred had very low earnings in 
the base period but now has much higher 


earnings. 





the 


as a sub- 


] onled 
t be applied 





organization of a sales company ° 
sidiary, particularly if the value of the assets 
transferred to the sales company is rela- 
tively low. This and similar possibilities 
have led many taxpayers to inquire as to 
t II is applicable in the event 
that the capital contributed by the parent 





whether Par 





to the subsidiary consists of money™ only. 


If Part Il applies there must be an alloca- 
tion of base-period income. If it does not, 
the parent’s credit under the income method 


percent of 


ncrease in the parent’s inadmissible 





assets res ng from its contribution to the 
subsi capital.” Whether a holding 
that P: does not apply to a transaction 





volving money only would be advantage- 
us in a particular case depends of course 


upon the ratio that the company’s excess 











profits income for the base-period years bears 
to the fair market value of its total assets 
immediately prior to the transaction. 

No matter which way the advantage, the 
answer to this question may be of consider- 
able importance to many taxpayers. While 
the point is not specifically covered in the 
proposed Regulations, an inference may be 
rawn from one of the examples in the 
Regulations that Part II does not apply to 
transactions involving money only. How- 


L 


1 


ever, it has been reported that Bureau per- 
1 engaged in drafting the Regulati 


sonne 





are in violent disagreement over this point; 
that the example to which I refer will be 
revised before the Regulations finally aré 
promulgated; and that as so revised the 
example will permit an inference that Part 


II will apply. 


of the question it might be hoped that it 


would be covered specifically in the Regula- 





tions. But it is Baie a oasis 
of the other difficul art II questions 
not be resolved until rulings are issue 





the Commissioner in particular cases 


[The End] 





Liquidation of a Subsidiary 


By CLARENCE F. McCARTHY, Attorney and CPA 
Arthur Andersen & Company, Chicago 


\ O MATTER how compelling the busi- 
4 ness motives may be for the liquidation 
of a subsidiary, it is necessary during these 
excess p ts tax ears te consider the 
effec f the liquidation of a subsidiary upon 


excess pro! tS credit ota parent corpo- 


ration before consummating the liquidation. 


3% Assuming, of course, that the principal pur- 


pose for organizing the sales company was a 
business purpose. 

*® The issue turns upon the question of 
whether a transaction in which a company 
transfers money alone to a newly organized 
subsidiary for the issuance of all of its capital 
stock is a tax-free transaction within the mean- 
ing of Code Sec. 112 (b) (5). Money had been 
held to be property for purposes of Sec. 112 
(b) (5) in Halliburton v. Commissioner, 35-2 


ro 4 


ustc {§ 9431, 78 F. (2d) 265 (CCA-7), and Port- 
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ere may be two or more ways of liqui- 


l 
dating that subsidiary which will result in 
) 3 r 


different tax consequences. There 





an income tax consequence, and 
there usually will be an effect on the excess 
profits credit of the 


[ parent corporation. 


| 
The particular effects with which we are 
land Oil Company v. Commissioner, 40-1 vstc 
{ 9234, 109 F. (2d) 479 (CCA-1), cert. den. 310 
U. S. 650. Also see G. C. M. 24,415, 1944 CB 
219. The above-mentioned decisions, however, 
do not involve the transfer of money only. 
Other property was transferred, and the trans- 
fers were by more than one person. 

* Code Sec. 435 (a) (1). 

‘1 Proposed Regs. 130, Sec. 40.462-1 (b) (3), 
CCH Excess Profits Tax Reports (3d Ed.) 
57,159. 
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concerned are the effects on the excess 
credit of the parent corporation 
after the liquidation of a subsidiary, whether 
that credit be an income credit or an in- 
vested capital credit. In order to ascertain 
these consequences, we must first deter- 
mine: 

(a) When was the stock in the subsidiary 
acqu red? 
(b) Does the parent corporation own a 
sufficient quantity of stock in the subsidiary 





corporation so that it has stock representing 
80 per cent of the total combined voting 
power ¢ f all classes of stock entitled to vote 
and 80 per cent of the total number of 


shares of all other classes of stock (except 
nonvoting stock which is limited and pre- 
ferred as to dividends) ?? 

(c) If it does not own that quantity and 
type of stock, are there provisions in the 
applicable state corporation laws for statu- 
ory mergers? 

(d) How was the stock acquired, and if 
it was acquired for cash after January 1, 
1946, how was the cash acquired? 

(e) Are ther« any reli 


++ hin 
f credits to which 








eithe parent or subsidiary is entitled? 
f) excess profits credit is the 
greatest for both the parent corporation 
ind e subsidiary corporation separately 
computed? 
If we find that the parent corporation 


uses an excess profits credit based on in- 
and probably will continue to use 

that credit at the present time, we must 
tain what the effect will be of 


iquidating that subsidiary corporation. 


Income Credit Effects 





A parent corporation which uses an ex- 
cess pr fits credit based on income com- 
uted under the general-average method? 
may at its option after the liquidation of a 
subsidiary, no matter when that liquidation 


occurs, continue to compute its excess profits 
credit based on income without regard to 
the rules provided in Part II,’ or it may if 


it so desires compute that excess profits 
credit under the general-average method 
within the rules set forth in Part II If 


the parent corporation elects to continue 
its excess profits credit computed 
under the g method without 
regard to the rules provided in Part II, the 








neral-avera: 





e 


1 Code Sec. 112 (b) (6). 

2 Code Sec. 435 (d). 

*Part II of the Excess Profits Tax Act of 
1950 comprising Secs. 461 through 465. 

‘Regs. 130, proposed Sec. 40.462-1 (a) (1), and 
Code Sec. 462 (a). (All references to sections of 


Fourth Annual Federal Tax Conference 
































































only effect on that credit after a liquidation 
occurring now will be changes in the cur- 
rent-year capital addition arising from: 

(a) A decrease in the inadmissible-asset 
ratio arising from a cancellation of the 
stock in the subsidiary; 


(b) A reduction in loans to members of the 
controlled group arising from an elimination 
starting with the day after the liquidation 
of loans receivable from the subsidiary; 


(c) Starting with the year following the 
year in which the liquidation occurs, an 
increase in that part of the current-year 
capital addition which arises from an in- 
crease in equity capital; ° 


(d) A reduction in that part of the cur- 
rent-year capital addition which arises from 
an increase in borrowed capital if the par- 
ent corporation has borrowed capital arising 
from the receipt of money from the sub- 
sidiary. 

In other words, in reviewing the com- 
ponent elements of an excess profits credit 
based on income of the parent corporation 
as it exists immediately prior to a liqui- 
dation, we find that it will continue to be 
able to use its average base-period net 
income, it will continue to have its base- 
period capital addition and generally there 
will be an improvement in the current-year 
capital addition not only for the year of 
liquidation but also for all subsequent years. 

In lieu of continuing to use its own sepa- 
rate excess profits credit based on income 
computed under the general-average method, 
the parent corporation may desire, after 
the liquidation of the subsidiary, to use an 


excess profits credit computed under the 
rules provided in Part II. If it does, this, 
in general, is the manner in which the 
computation should be made for liquidations 
occurring now: 


(a) Separately compute the monthly 
amounts of excess profits net income for 
each of the base-period years, except that 
at this point no monthly amount which is 
a deficit should be changed to zero. Add 
these monthly amounts of the parent and 
subsidiary corporation together for each 
month, and, after adding them together, 
for any month in which there happens to 
be a deficit substitute zero. Then follow 
the rules provided in Section 435 (d) by 
eliminating from the base period whichever 


Regulations 130 which pertain to Sections 461 

through 465 of the Code are to sections of those 

regulations as proposed on August 16, 1951.) 
5 Code Sec. 435 (g) (3) (B). 































































12-month period therein prescribed results 
in the highest average base-period net in- 
come. Compute the aggregate of the excess 
profits net income for each of the remaining 
36 months and divide by three. The result- 
ing amount will be the average base-period 
net income determined under Part II, and 
the credit based on that average base-period 
net income will be 83 per cent for the calen- 
dar year 1952.’ 





(b) With respect to the base-period capi- 
tal addition, the base-period capital addition 
of the parent corporation should be added 
to the base-period capital addition of the 
subsidiary yrporation, and the resulting 
amount is the base-period capital addition 
under Part II. 

(c) With respect to a current-year capital 
addition arising from an increase in equity 
or borrowed capital subsequent to January 
1, 1950, the only effect of the liquidation of 
a subsidiary will be that in determining the 
current-year capital addition of a taxable 
year which begins after the liquidation, 
there will be added to the equity capital of 
he acquiring corporation at the beginning 
of its first excess profits tax year the 
amount of the equity capital of the subsidi- 
ary as of the beginning of its first taxable 
year;‘ and with respect to borrowed capi- 
tal, in computing the current-year capital 
addition for the year commencing after the 
liquidation, there must be added to the daily 
borrowed capital of the parent corporation 
for the first day of its first excess profits 
tax year the amount of the daily borrowed 
‘apital of the subsidiary for the first day 
of its first excess profits tax year; and simi- 
larly with respect to inadmissible assets.’ 
However, when adding these amounts of 
equity capital, borrowed capital and inad- 
missible assets of the subsidiary to the simi- 
lar amounts of the parent corporation, it is 
necessary to eliminate intercompany items.* 

In case the liquidation occurs sometime 
during the year, prorations are required for 
any elements of the excess profits credit of 
the subsidiary which enter into the excess 
profits credit of the parent corporation. 

Generally speaking the liquidation of a 
subsidiary is beneficial to a parent corpo- 


ration only when that subsidiary corpo- 


ration does not have and will not have any 
need for its separate excess profits credit 
Usually the excess profits credit of the 
parent corporation will be increased follow- 
ing the liquidation. This is so whether or 
not it elects to use the rules provided ir 
Part II of the Excess Profits Tax Act 
1950. The principal benefits to an income 
credit of a parent arising from the liqui- 
dation of a subsidiary are: 


] 


(a) The general average credit of the 
parent corporation computed without refer- 
ence to the rules of Part II will tend 
be increased because of additions to the 
elements going into computation of a cur- 
rent-year capital addition, arising from a 
decrease in the inadmissible-asset ratio and 
a decrease in loans receivable from the 
subsidiary. 

(b) An excess profits credit of 
corporation computed under the 
average method also will usually 
creased under the rules apy 


plicable 





II if those rules are elected to be applied 
There will be added to the base-period ex- 
cess profits net income of the parent cory 
ration the amount thereof for each year in 
the base period of the subsidiary cory 
here will be added the base-period 
capital addition to the subsidiary to that of 
the parent; and in effect there will be added 
together the component elements of tl 
parent and subsidiary which go into the 
computation of the 
addition. 





ration; t 


current-year capital 


(c) There is a minimum excess profits 
credit available under Part II which may 
be quite beneficial where the parent corpo- 
ration has had deficits in its base-period 
years and during which years the subsidiary 
corporation had large amounts of profits.’ 

(d) The liquidation of a subsidiary whi 
was formed sometime during or after 





base period may cure an unfavorable allo- 
cation of credit. For example, if the parent 
split off some of its properties sometime 
after January 1, 1946, it is required under 
the law to allocate a portion of its base- 
period excess profits net income realized 
prior to such split-off to that subsi 
If the allocation rules” result in too much 
credit being allocated to the subsidiary, 








Regs. 130, proposed Sec. 40.462-1 

7 Regs. 130, proposed Sec. 40.463-1 (b) (4). 

8 Regs. 130, proposed Sec. 40.463-1 (b) (5). 

® Regs. 130, proposed Sec. 40.463-1 (c). 

1” Code Sec. 462 (1). To be applicable, the 
following conditions must be present: 

(a) At the beginning of its first excess profits 
tax year the parent must own not less than 
75 per cent of each class of stock in the sub- 
sidiary. 
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(b) The subsidiary must have been in exist- 
ence and have actually commenced business on 
January 1, 1946, or other date representing the 
beginning of the parent’s base period. This 
minimum credit will be applicable even though 
the average base-period income used is that of 
a subsidiary whose stock is acquired for cash 
within the prohibition of Sec. 462 (j) (1) ac 
cording to proposed Sec. 40.462-13 of Regs. 130. 

11 Code Sec. 462 (i) and Regs. 130, Sec. 40.462-9 
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liquidation of the subsidiary will restore 
the original credit. 

Detriments can also result from the liqui- 
dation of a subsidiary. The liquidation of 
a subsidiary can be detrimental if the sub- 
sidiary, although it does not need as large 
an excess profits credit as it has, neverthe- 
less does each year have some taxable net 
income and excess profits net income. 

Another detriment can arise because of 
a provision contained in Section 462 (j) (1) 
of the Excess Profits Tax Act of 1950 re- 
quiring the elimination of duplication in the 
excess profits credit of an acquiring corpo- 
ration where the stock in the subsidiary was 
acquired on or after January 1, 1946, for 
cash or other than by the issuance of the 
parent corporation’s own stock. Under the 
proposed regulations, if the cash used to 
purchase the stock in the subsidiary after 
January 1, 1946, came from working capital 
of the parent corporation, in computing an 
excess profits credit based on income under 
the provisions of Part II, no portion of the 
base-period capital addition, current-year 
capital addition or average base-period net 
income of that subsidiary which was real- 
ized or is attributable to the period before 
the acquisition of the stock can be added 
into the excess profits credit of the parent 
corporation. The proposed regulations 
state that the limitations of this section of 
the Code will not be applied where the 
transaction is not in pursuance of a plan 
having as one of its principal purposes the 
avoidance of federal income or excess 
profits taxes and where either the stock in 
the subsidiary is acquired directly from the 
subsidiary rather than from its shareholders 
or where the stock in the subsidiary is 
acquired through the use of money obtained 
through an increase in either equity capital 
or borrowed capital of the parent corpo- 
ration. 

However, even if the stock in a subsidiary 
corporation was acquired sometime after 
January 1, 1946, for cash which came from 
working capital of the parent corporation 
or otherwise within the provisions calling 
for application of the limitations contained 
in Section 462 (j) (1), there will still be 
available to the acquiring corporation the 
minimum credit mentioned above.” Accord- 
ingly, (1) if the subsidiary has a very large 
excess profits credit which it does not need, 
(2) the parent corporation has a very small 
credit but needs a much larger amount, 
(3) the subsidiary corporation was actually 
in existence and had begun business on 
















































































January 1, 1946, and (4) the parent corpo- 
ration ever since the beginning of its first 
excess profits tax year has owned not less 
than 75 per cent of each class of stock in 
the subsidiary, that subsidiary may be liqui- 
dated up into the parent corporation, and 
thereafter the parent corporation will be 
able to use the average base period net 
income of the subsidiary as its minimum 
excess profits credit under Part II. 


Effects on Invested Capital Credits 


If the parent corporation uses an excess 
profits credit based on invested capital 
computed either under the asset-approach 
method or the historical invested-capital 
method, the liquidation of a subsidiary up 
into the parent corporation again will have 
effects on the invested capital. 


The effect upon invested capital of a 
liquidation of a subsidiary is most easily 
explained by the use of an example. As- 
sume that a parent corporation purchases 
for cash 100 per cent of the stock in a sub- 
sidiary on January 1, 1948, after that sub- 
sidiary had been engaged in business for a 
number of years. It pays $100,000 to the 
stockholders of the subsidiary for all of the 
stock, and at the time of the purchase the 
underlying net assets of the subsidiary on 
a tax basis amount to $80,000. During the 
year 1948 the subsidiary earns and retains 
in its net assets another $10,000. On De- 
cember 31, 1948, it is then liquidated in a 
nontaxable manner under the provisions of 
Section 112 (b) (6). At the time of liqui- 
dation its underlying net assets on a tax 
basis amount to $90,000. Loosely speaking, 
upon liquidation of that corporation we 
would think that there was a loss sustained 
of $10,000 consisting of the difference be- 
tween the tax basis of $100,000 for the stock 
surrendered and the underlying net assets 
of $90,000. However, such is not the case 
in fact. When the stock of that corporation 
was purchased, a premium of $20,000 was 
paid for it. In other words, on the date of 
the acquisition of that stock the purchaser 
either believed that the fair market value 
of the underlying net assets was $100,000 
or else that there was good will among 
those underlying net assets to the extent 
of $20,000 so as to bring the total amount 
of the underlying net assets up to $100,000. 
Thereafter the subsidiary earned $10,000. 
Accordingly, the alleged loss of $10,000 
sustained’on the liquidation of the subsidi- 





2 Regs. 130, proposed Sec. 40.462-10 (a) (2). 
% Regs. 130, proposed Sec. 40.462-13. 
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ary actually consists of two elements. It 
consists of a premium of $20,000 paid at 
the time of acquisition of the stock minus 
an increase in net worth or retained earn- 
ings of that subsidiary of $10,000 since date 
of acquisition. 


For historical invested-capital purposes, 
the $20,000 premium can be considered to 
be a write-up element in reflecting the 
assets of the subsidiary on a tax balance 
sheet of the parent corporation immediately 

lation. That write-up element 
appear on the asset side of the bal- 
The $10,000 of increase in retained 
earnings during the year 1948 would be a 


plus adjustment which becomes a part of 


ance sheet 


‘umulated earnings of the parent cor- 


lhis write-up element of $20,000 must 
be distributed among the underlying net 


assets at the date of acquisition of control 
P ; 


f tl subsidiary (that is, when 80 per 


cent or more of the voting stock was ac- 
] + 


quired *) to the extent that the fair market 
value of those underlying net assets is 














great : their tax basis. If the fair 
iarket value of the underlying net assets 
iS 1 greater than the tax basis, this write- 
up element of $20,000 should be called posi- 
tin od will. Gene speaking, up 
the liquidation of a subsidiary, if a write-up 
element results because of the fact that an 
i 1 I was |] ud for th stock 
on the i Acqulsil 1 Which was greate1 
t the let g¢ tax basis of the net 
assets, will be iost beneficial to the tax- 
paye treat the write-up element as posi- 
tive good will. If it treats it as additional 
depreciable property, it will then be re- 
quired to compute additional depreciation 
based on the fair market value for the 
purpose of determining the increase in net 


worth of that subsidiary up to the date of 
liquidation, and that will affect the amount 
{ the plus adjustment entering into the 
accumulated earnings of the parent corpo- 


rules just detailed in the fore 


t 


going example are applicable wherever the 
stock in the subsidiary is held with a cost 
basis and are applicable then not only in 
the computation invested 
capital but also in the computation of asset- 


h invested capital and in the compu- 


of historical 


approac 
tation of the base-period capital addition and 
current-year capital addition in determining 
income credits. Wherever the parent corpo- 
ration has a cost basis (as distinguished 
from “other than cost” basis under the 


rules detailed in the Regulations”), upon 
liquidation of a subsidiary the underlying 
net assets of that subsidiary should be re- 
flected in the equity capital of the parent 
corporation in an amount equal to the price 
paid for them on the date of acquisition oj 
control by the parent corporation of the 
subsidiary corporation, and this adjusted 
basis for the underlying net assets plus the 
usual tax basis for an increase in net assets 
since date of acquisition of control will then 
carry through into the parent corporation’s 
tax balance sheet in the determination of 
its equity capital after the liquidation of 
that subsidiary. 

\ parent corperation may have an “other 
than cost” basis for the stock owned by it 
in a subsidiary. Such a basis would result 
if the parent had acquired the stock from 
the individual shareholders of the subsidiary 
by the issuance of its own stock to them. 
If the parent corporation has an “other 
than cost” basis for the stock in the sub- 
sidiary, referring to the foregoing example 
the alleged loss of $10,000 upon the liqui- 
dation of the corporation, for historical in- 
vested-capital purposes, actually should be 
treated as such a loss and becomes a sepa- 
rate element of historical invested capital. 
Under these circumstances, where there is 
an “other than cost” basis for the invest- 


ment by the parent in the subsidiary, the 





is no adjustment required to the under 


I 





net assets of the subsidiary W 





1en rei 
them on the tax balance sheet of the parent 
corporation after the liquidation. In other 
words, for asset-approach invested capital 
purposes, wherever there is an “other than 
cost” basis for the stock the und« rlying net 
assets of a subsidiary come up into the 
parent corporation at the same tax basis 
which they had in the hands of the sub- 
sidiary. 

Where the parent corporation uses an 
excess profits credit based on invested capti- 


tal, both benefits and detriments follow 


from the liquidation of the subsidiary. It 
will be a matter of calculation to see 
whether or not the benefits outweigh the 
detriments. These are the benefits: 

(a) There will be a reduction in the in- 
admissible asset ratio arising from the can- 
cellation of the stock in the subsidiary 

(b) Under the asset-approach invested- 
capital method, starting with the year fol- 
lowing the year in which the liquidation 
occurs, there will be an increase in that 
portion of the credit derived from an in- 
crease in equity capital, provided that the 





4 Code Sec. 472 (c) (3). 
1 Regs. 130, proposed Sec. 40.472-3. 
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tax basis of the underlying net assets of 
the subsidiary is greater than the tax basis 
of the investment by the parent in the sub- 
sidiary. 

(c) Under the historical invested-capital 
method, there will be an increase in accumu- 
lated earnings of the parent corporation, 
ble for use in the year following the 
year in which the liquidation occurs, in an 





amount equal to the increase in retained 
earnings of the subsidiary from the date 
ch the parent acquired control of the 
ry to the date of its liquidation 
the stock in that subsidiary was held 
with a cost basis. 





1) Under the historical invested-capital 


method, where the stock in the subsidiary 
is held with an “other than cost” basis, 


here will be an increase in daily invested 


capital starting with the day following the 





d of liquidation in an amount equal to 
the difference between the tax basis of the 
underlying net assets of the subsidiary on 





y of its liquidation over the tax basis 
of the stock held by the parent in the sub- 
y which is turned in for cancellation.” 





As to detriments, those calculations just 
listed which pertain to a comparison of the 
i 


tax basis of the investment by the parent 





in the subsid 


ry with the tax basis of the 





underlying assets of the subsidiary may 
result in a minus adjustment. In addition, 
t should always be kept in mind that the 
iquidation of a subsidiary will eliminate the 
$25,000 minimum excess profits credit and 
the $25,000 surtax exemption which would 
therwise be available to that subsidiary. 


Summary 


In summary, when contemplating the 
liquidation of a subsidiary corporation it is 
well to remember the following points: 

(a) If the parent corporation uses an 
ss profits credit based on income, it 

its option compute that credit un- 





the general-average method” by using 
own separate average base-period net 
me“ or by determining the average 





iod net income under Part II. Fur- 
‘r, under certain specified circumstances 
it may continue to use its own separate 
excess profits credit computed under one 
of the relief sections, or it may determine 
such relief credit under Part IT. 
1 Code Sec. 462 (d) (2). _ 
135 (d). 
% Code Sec. 435 (c). 
Code Sec. 462 (1). 
* Code Sec. 461 (a) (3) provides that a statu- 
tory merger is a Part II transaction, and 


' 


17 Code Sec 


u 


Fourth Annual Federal Tax Conference 


(b) Where the parent corporation uses 
an excess profits credit based on income 
and where the subsidiary came into exist- 
ence after January 1, 1946, generally in a 





manner other than by creation of the parent, 
in the computation of the excess profits 
credit under Part-II a constructive income 
for the blank months of the subsidiary dur- 
ing which it was not in existence may be 
added into the determination of average 
base-period net income. Such constructive 
income will be in an amount equal to 1 per 
cent of the equity capital of the subsidiary 
determined as of the close of the day before 
the liquidation or at the close of the base 
period of the subsidiary, whichever is earlier. 

(c) Where the parent corporation can 
use an excess profits credit based on income, 
there is a minimum credit 





under Part II, so that it will be possible 
for the parent corporation to use the aver- 
age base-period net income of the subsidi- 
ary even though the stock in that subsidiary 
Was acquired for cash out of working ca 


+ 


pi 
tal after January 1, 1946, provided that (1) 
the subsidiary was in business on January 
1, 1946, and (2) at the beginning of the 
first excess profits ta [ 
corporation and until t 
the parent owned not less than 75 per cent 


h class of stock in the subsidiary. 


x year of the parent 
1 
h 


e date of liquidation, 


oi eac 


(d) The liquidation of a subsidiary, even 
where a Part II excess profits credit based 
on income is not used, will nevertheless 
have an effect on the current year capital- 
addition portion of an excess profits credit 
based on income, and it will always have an 
effect on the excess profits credit computed 
under either of the two invested-capital 
methods. These effects will in general 
tend to increase the excess profits credit 





based on income of the parent corporation 
through a reduction in the inadmissible- 
asset ratio and an increase in equity capital. 


(e) The liquidation of the subsidiary 
accomplished through the means of a statu- 
tory merger can obtain for the parent cor- 
poration not only the right to use Part II 
in the determination of an excess profits 
credit based on income or Part III in the 
determination of an_ historical invested- 
capital credit but also the right to use the 


20 


operating loss carry-over of the subsidiary.’ 
[The End] 

Sec. 470 (c) similarly provides that it is a Part 
III transaction. In the case of Stanton Brewery, 
Inc. v. Commissioner, 49-2 ustc 9§ 5941, 38 
A. F. T. R. 368 (CA-2), the court held that the 
unused excess profits credits of a subsidiary for 
1940 and 1941 would carry over to the parent 
(Footnote continued on following page) 
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Absorption of Another Business 
Under the 1950 Excess Profits Tax Act 


i eer SUBJECT to be considered is the 
application of the Excess Profits Tax 
Act of 1950 to ‘the acquisition of another 
business by a corporation. Such an acquisi- 
tion could be in the form of the capital 
stock of another corporation or could con- 
sist of the assets of another business. If 


the acquisition consists of capital stock of a 





corpors which is subsequently liquidated, 


or if the acquisition consists of assets ac- 
for capital stock of the 
acquiring company, Parts II and III of 
Subchapter D of the Internal Revenue Code, 


quired in excha 








relating to the presently effective excess 
profits tax, must be considered 

Part II relates to the dit 
b: | i 
yvased f earnings 
type of tax-free exchange of assets for st 





or stock for assets. Part III relates to 


invested capital in connection with certain 








exchanges and liquidati 

Probably the most usual acquisition of a 
business takes the form of the purchase by 
one « i -ngaged in business, of all 
of the «¢ *k of another corporation 
likewise in business. If the pur- 
chase is cash taken from the accumulated 
working capital of the buying corporation, 
the question of whether the newly acquired 
subsidiary should be continued as a separate 


corpor ition or 





juidated into the parent 
company is relatively simple. If the sub- 
sidiary is liquidated, no part of its base- 
period earnings could be combined with the 
parent’s earnings experience for computa- 


(Footnote 20 of preceding article continued) 
in 1942 under Sec. 710, because the subsidiary’s 
property was acquired in a statutory merger 
consummated under New York corporate law. 
It held that the resulting company, after the 
statutory merger, had absorbed the rights and 
privileges of its constituents. Code Sec. 432 is 
based on Sec. 710 but contains a new subsection 
(e) which provides that the unused credit of a 
corporation for the year in which it completes 
the distribution of substantially all of its assets 
in “‘liquidation’’ shall not carry over to any 


By PAUL F. JOHNSON, CPA 
Ernst & Ernst, Chicago 


tion of the excess profits credit because 
the acquisition was for cash from. the 
buyer’s working capital. In such a case, 
Internal Revenue Code Section 462 (j) 
denies any part of the earnings experience 
of the liquidated subsidiary to the parent 
on the ground that the capital used to make 
the purchase helped earn the base-period 
income of the parent and any inclusion of 
earnings of the subsidiary would result in a 
duplication. Under these circumstances, the 
tax effect of liquidation is solely a question 
of arithmetic. It is purely a question of 
whether or not the excess profits credit 
of the subsidiary exceeds or is less than 


proh 
yr S 
pront 
1 


n the 


the reduction in the parent’s excess 
credit resulting from the increase 
parent’s Depending 
upon the amount of the tax differential, 
other business considerations may dictate 


inadmissible assets 


the advisability of liquidation. 


It is possible to acquire currently the 
capital stock of another corporation, liquidate 
the newly acquired subsidiary and include the 
earnings experience of that company in the 
computation of the earnings credit of the 
parent company. This possibility is pre- 


sent when the 


stock of the new subsidiary 
is acquired in an exchange for stock of the 
parent company, is acquired for obligations 
of the parent company or is acquired with 
cash that represents the proceeds of the sale 
of stock of the parent or with cash secured 
through borrowing. In other words, the 
earnings experience of a liquidated sub- 
succeeding year. It is possible that this sub- 
section will nullify the principle of the Stanton 
Brewery case with respect to unused excess 
profits credits for 1950 and subsequent years, 
but a ‘‘liquidation’’ is not technically the same 
as a Statutory merger. In any event, however 
the reasoning of the Stanton Brewery case 
seems applicable to operating loss carry-overs 
However, the Tax Court probably would not so 
hold with respect to an Illinois statutory merger 
(see Gage Brothers & Company, CCH Dec 
7,211, 13 TC 472 (1949)). 
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sidiary is available to the parent if the 
acquisition does not involve cash, or if cash 
is involved it has not been lifted from the 
parent's working capital. 

If one active corporation acquires all of 
the capital stock of another active corpora- 
tion in a manner that permits use of the 
earnings experience of the subsidiary in the 
computation of the parent’s earnings credit 
in the event of liquidation, the question of 
whether the newly acquired subsidiary should 
be liquidated or continued is one that must 
be carefully considered. Detailed computa- 
tions of the earnings credit of each separate 
corporation as well as the combined credit 
are necessary. 

Since in this instance, the acquisition 
would be either directly for equity or bor- 
rowed capital, or with cash proceeds from 
the sale of equity capital or from borrow- 
ings, it does not appear that the increase 
in the parent’s inadmissible assets would 
have a marked effect upon the net capital 
addition subsequent to the base _ period. 
Consequently, the excess profits considera- 
tion in the question of liquidation would be 
whether or not the combined excess profits 
credit would be as large as the sum of the 
individual credits. Reasons why the credits 





might suffer a reduction through liquida- 
tion are: 

1. One corporation might compute its ex- 
cess profits credit using invested capital, 
the other using earnings. 


2. If both were on an earnings basis for 


excess profits credit purposes, the low base- 
period year might differ between corporations. 

3. Although both corporations might use the 
earnings base for excess profits purposes, 
one might have a growth formula pattern 
that could be adversely affected by the 
combination. 

It would appear that in the majority of 
cases, the excess profits credit, computed on 
an earnings basis, would be adversely af- 
fected by liquidation of the subsidiary. It 
is possible, however, that in isolated cases 
there would be an actual benefit, although 
it is believed that such cases would be rare. 
Other business consideration might over- 
come the excess profits disadvantage and 
dictate the liquidation. 

In the preceding paragraphs, we have 
considered the acquisition and absorption of 
one corporation by another, principally from 
the standpoint of whether or not the sur- 
viving company could include the base- 
period earnings experience of the acquired 
company with its own for the purpose of 
computing its excess profits credit under 
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the earnings method. 
in this connection are: 


‘The basic principles 


1. If the stock of the second company 
was acquired for cash from the working 
capital of the first, the base-period experi- 
ence of the liquidated company is barred 
to the survivor. 


2. If the stock of the second company 


was acquired for stock or obligations of the 
first, the base-period experience of the liqui- 
dated company is available to the survivor. 


3. If the stock of the second company 
was acquired for cash which represented 
the proceeds of either borrowed or equity 
capital of the first corporation, the base- 
period experience of the liquidated com- 
pany is likewise available to the survivor. 

The question logically arises as to whether 
or not the surviving company must include 
the base-period experience of the liquidated 
company in computing its own excess profits 
credit under the earnings method. For 
example, if the base-period experience of 
the liquidated company reflected a loss, 
would the base-period earnings of the sur- 
vivor have to be reduced for such loss? 
The answer to this question is that the earn- 
ings credit of the survivor may be com- 
puted with or without reference to the 
earnings experience of the liquidated sub- 
sidiary; thus in the example cited above, 
the survivor’s earnings experience would not 
be reduced by the liquidated subsidiary’s 
losses. However, if liquidated subsidiaries 
are present, the earnings experience of all of 
them or none of them is to be reflected in 
the computation of the parent’s excess prof- 
its credit. 

Occasionally there are transactions where 
a group with limited capital desires to ac- 
quire all of the capital stock of a fair-sized 
corporation. Often in this type of trans- 
action, the purchasing group consists of a 
group of employees of the company and the 
sellers, owners who have reached retire- 
ment age or stockholders who would rather 
invest in stocks of listed companies. The 
primary problem in this type of transaction 
is how to accomplish the transaction with 
limited capital. 

A typical way of solving this problem is 
for the purchasing group to form a cor- 
poration and purchase common stock of this 
new company with their available capital. 
Then the new corporation arranges for out- 
side financing in one form or another and 
with the capital thus raised purchases all 
of the outstanding stock of the operating 
company. 
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It is necessary in this type of situation 
to use the earnings of the operating com- 
pany to retire the debt of the second com- 
pany. This cannot usually be accomplished 
through the payment of dividends by the 
operating company since the corporation 
that owns the stock in this type of situation 
is usually a personal holding company and 
must either distribute its income as divi- 
dends or pay an extremely heavy surtax. 

The normal way out of this situation is to 
liquidate the operating company into the 
new corporation under the provisions of 
Section 112 (b) (6) of the Internal Reve- 
nue Code. 


Assuming that the foregoing program is 
followed, what is the status of the new 
corporation for excess profits tax purposes? 
Can it use the earnings of the old company 
in determining its own excess profits credit 
under the income method? 

Under Section 40.462-10 of the proposed 
regulations under Part II of the excess prof- 
its tax portion of the Internal Revenue 
Code, the base-period earnings of the old 

ompany would be available to the succes- 
sor. As a matter of fact, one of the illus- 
trations in this section is practically the 
same as the hypothetical case outlined above. 

In this discussion, reference has been 
made to the fact that Code Section 462 (j) 
requires that if a subsidiary is acquired for 
cash and subsequently liquidated, the sub- 
sidiary earnings for the period prior to the 
acquisition of the stock are not available 
to the parent. It was stated that this provi- 
sion was adopted to prevent a duplication 
of credits to the survivor. The present sec- 
tion, 462 (j), is practically the same as 
742 (f) of the prior excess profits statute. 
Both sections give the Commissioner broad 
authority to prescribe regulations to prevent 
duplications of credits. 

It is interesting to note that the currently 
proposed regulations are substantially more 
lenient than were the older regulations. 
The current regulations provide that no 
elimination of the liquidated subsidiary’s 
base-period experience is required where it 
is determined that no assets had left the group 
as a result of the transaction. It is stated that 
where the acquisition is made with proceeds of 
the issuance of equity securities or from bor- 
rowings no adjustment is required. As pre- 
viously noted, the current regulations include 
an illustration of the acquisition of all of 
the stock of a company by a newly organized 
corporation with proceeds of the sale of 
stock and bonds, and state that in these 
circumstances no adjustment is required. 


The older regulations provided merely that 
no adjustment was necessary “except to the 
extent duplication of experience occurs.” 
Despite the changed tenor of the fore- 
going regulations, criticisms of Section 
462 (j) are heard from time to time on the 
ground that the provision is unfair in specific 
situations. For example, if an acquisition 
was made for cash in 1950 and the new 
subsidiary was immediately liquidated, no 
portion of the subsidiary’s base-period ex- 
perience could be added to that of the 
parent. The excess profits credits might 
well have been greater if the subsidiary 
had been continued in existence. The ex- 
cess profits tax discussions did not begin 
until well after the middle of 1950 and it was 
early 1951 when the law became effective. 
In the above illustration, the excess profits 
credits might have been materially greater 
if the subsidiary had not been liquidated, 
yet at the time of the liquidation excess 
profits taxes were not a factor and other 
considerations dictated the action. A more 
equitable result might well be secured in 
these circumstances by considering the in- 
vestment in the stock of the subsidiary asa 
capital reduction of the parent and permit- 
ting the use of subsidiary’s 
experience by the parent. 


base-period 


In the foregoing paragraphs, the absorp- 
tion of another corporation has been con- 
sidered principally from the viewpoint of 
problems encountered in the computation 
of the excess profits credit based upon in- 
come. The liquidation of another corporation 
also presents certain problems in connection 
with the computation of invested capital. 
In order that the problems may be more 
readily presented, the following example 
contemplates an acquisition that has already 
taken place. 

Let us assume that Corporation A ac- 
quired all of the outstanding capital stock 
of Corporation S for cash in the latter part 
of 1945. Corporation A is several times the 
size of Corporation S and is engaged in an 
entirely different business. The earnings 
of Corporation A have been relatively low 
in relation to its size and its excess profits 
credit is based upon invested capital. Cor- 
poration S is presently having substantial 
earnings and is paying a heavy excess prof- 
its tax. Since the excess profits credit of A 
exceeds the combined earnings of A and §, 
an immediate liquidation of A into S under 
Code Section 112 (b) (6) is contemplated 


It should be noted that A acquired the 
stock of S for cash. Let us assume first 
that A computes its invested capital credit 
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under the asset method. After the liquida- 
tion, A would be required to adjust its total 
assets by the difference between the cost 
of the stock of S and the net worth of S at 
the date of acquisition. If A purchased the 
stock ot S for $1,000,000 in 1945 when the 
net worth of S was $750,000, a premium 
of $250,000 would obviously be present. After 
the liquidation, A would be permitted to 
increase its total assets by the $250,000 pre- 
mium that disappeared in the liquidation. 

Conversely, if the stock had been pur- 
chased in 1945 for $600,000, a discount of 
$150,000 would be involved. After the li- 
quidation, A would be required to reduce its 
total assets by the $150,000 discount which 
would have been recorded in accounting for 
the transaction. 

If the investment in S Corporation had 
other than a cost basis, such as a transferor’s 
basis if it was acquired in an exchange 
for stock of A in which no gain or loss was 
recognized, no adjustment would be _ re- 
quired and the transferred assets would be 
reflected at their basis in the hands of the 
transferor. 

Assuming that the invested capital credit 
of A was computed on the historical basis, 
further adjustment is required to reflect 
the earnings or deficit of the liquidated sub- 
sidiary from the date of acquisition to the 
date of liquidation. 

The primary purpose of the adjustments 
under Code Sections 470 and 472 is to 
restate the value of assets received in a cor- 
porate liquidation so that recognition is 
given to any difference between the net 
worth of the liquidated company and the 
investment in that company at the date the 
investment was acquired. 

Unincorporated businesses may also have 
to be dealt with in connection with reor- 
ganizations and related problems. Assume 


that A Corporation desires to acquire the 


business operated by the P Partnership. A 
is using all of its own excess profits credit 
and the partnership has a substantial base- 
period earnings record which A_ would 
like to be able to use for excess profits tax 
purposes. 


This transaction can be accomplished 
since a partnership is recognized as a com- 
ponent or predecessor for this purpose. The 
simple way to work this out would be for 
the present partners to incorporate the busi- 
ness in a tax-free exchange in which they 
would receive stock in proportion to their 
interests in the partnership. The partner- 
ship base-period earnings, after adjustment 
for such items as partners’ salaries, to re- 
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flect the profit on a corporate basis, could 
then be used in the computation of the ex- 
cess profits credit of the new corporation. 
Whether or not the newly acquired corpora- 
tion should be liquidated would be governed 
by the applicable principles 
discussed. 


previously 


If the transaction between A Corpora- 
tion and the stockholders of P Corporation 
is to be an exchange of stock, this would 
no doubt be a tax-free transaction in which 
the stockholders of P could postpone any 
imposition of tax until they sold the A 
Corporation stock. If A is to purchase 
the P Corporation stock for cash, those 
stockholders might insist upon postpone- 
ment of the transaction until they were sure 
that their profit would be treated as a long- 
term capital gain. 

If the transaction involved a sole proprie- 
torship instead of a partnership, the result 
would still be the same since an individually 
owned business may likewise transfer its 
assets to a corporation in a tax-free ex- 
change and thereafter have the proprietor- 
ship earnings considered in the computation 
of the excess profits credit of the new 
corporation. 

In the foregoing type of transaction, it 
is important that the base-period earnings 
experience which the new corporation expects 
to inherit be that of only one partnership or 
proprietorship. There is no provision for 
the assumption of any portion of the base- 
period earnings experience of one un- 
incorporated business by any other such 
business. 

The Excess Profits Tax Act of 1950 in- 
cluded a feature with respect to reorganiza- 
tion transactions which was not a part 
of the excess profits statute of World War 
Il. This section permits the earnings credit 
of a corporation or the earnings experience 
of a partnership to be split up when por- 
tions of the business are transferred to 
corporations in tax-free exchanges. 

A practical application of the foregoing 
could result when a corporation desired to 
dispose of some unit of its business, say 
one separate plant. A prospective purchaser 
may be willing to buy the plant at the asking 
price if he could have the base-period earn- 
ings experience of the plant along with it. 
Under the aforementioned new provision, 
the proposed transaction is possible. The 
assets relating to the plant in question should 
be transferred to a newly organized cor- 
poration and under the regulations the 
“identifiable base-period experience” of the 


1043 





plant can follow it to the new corporation 
and form the basis of its excess profits 
credit. The purchaser can then acquire 
the stock of the new corporation and he 
will have the plant and its base-period ex- 
perience. 

The foregoing presents only a few of 
the possible transactions under Parts I] 
and III of the present excess profits tax 
statute. Only basic and 


ordinary trans- 


actions have been discussed. Various factors 
may be present in Part II or III situations 
which can cause individual cases to become 
extremely complicated. While the reor- 
ganization sections of the excess profits tax 
statute are without doubt the most difficult 
part of that law, they are applicable in so 
many instances that the tax practitioner 
must have a reasonable working knowledge 


of them. [The End] 
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own personal views and is not to be in- 
terpreted the official 
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which are peculiar to our national defense 
efforts. In accepting this assignment I as- 
sume that you are not interested in having 
a detailed summary of the rulings, regula- 
tions and decisions which are available to 
you. I presume that you prefer to know 
what prompted them and what contribution, 
if any, they have made to the law of income 
taxation. When considered from this point 
of view, the problems, with some excep- 
tions,’ fall into two categories: (1) those 
involving income tax accounting and (2) 


1For example, problems pertaining to the 
construction and leasing of government-owned 
facilities, those pertaining to the emergency- 
plant-facilities type of contract (see U. S. v. 
Milnor Corporation, 49-2 ustc { 9438, 85 F. 
Supp. 931 (DC Pa.)) and those involving gov- 
ernment operation of a taxpayer's plant, are 
not discussed here, since they are not of special 
current interest, and the inclusion of V-loans 
or similar borrowings in invested capital needs 
no discussion in view of McDonnell Aircraft 
Corporation, CCH Dec. 18,058, 16 TC 189 (1951). 
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hose pertaining to the 60-month amorti- 


INCOME TAX ACCOUNTING 


If these problems have made any contribu 
tion to the law of income taxation, and it 
seems that they have, the most important 
one has been in income tax accounting. It 
shows that there can be greater synchroniza- 
tion of income tax accounting with com- 


mercial accounti 





xy and that a large part of 





the conflict in legal or other theories can 
} 
i 


ve avoided. This is to Sav it can be avoided 
providing we can reach agreement upon a 


few general propositions 

First, income tax accounting relates only 
to the fixing of the accounting period for 
which items of taxable income and allow- 
able deduction are to be reported for in- 
come tax purposes. It does not provide 
concepts of income, expense, loss or other 
deductions.” For example, taxable income 

> Over-ceiling costs.—For example, the prob- 
lem as to these costs is whether they are de 
ductible. If they are deductible, we reach the 
problem of fixing the year of deduction. There 
have been several decisions on the deductibility 
of these costs which, however, for current pur- 
poses, should be compared with Sec. 405, De 
fense Production Act of 1950, as amended by 
Sec. 104 (i), Defense Production Amendments 
of 1951. 
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is first realized when an income-producing 
transaction is consummated, regardless oi 
what accounting method is used. After we 
agree that a realization has occurred, in- 
come tax accounting functions to determine 
whether the income shall be reported when 
it is first realized or whether the time for 
accounting shall be postponed to a later 
late. The postponement depends upon the 
accounting method employed by the tax- 
payer. If we apply the accrual basis as 
lefined by the courts, the accounting is 
postponed to the time when the amount of 
the income can be computed by the tax 
payer with reasonable accuracy. Under the 
cash basis it is postponed to the date of 
receipt. Other methods may be employed 
to fix other times for making the accounting. 





Second, for income tax purposes the accrual 
ans, and will continue to mean, 
such basis as defined pursuant to the legal 
concept. This is as it should be. Contrary 
to the purport of some views, the accrual 
basis cannot encompass the entire field of 


basis me 


income tax accounting outside of the cash 
basis. When we employ the term “accrual 
basis” for income tax purposes, we should 
have a reasonably definite idea of what is 
meant. Taxpayers want definite assurance 
is to what is expected of them,°and the 
Bureau needs a definite rule for administra- 
tive purposes. As a result of our efforts to 
achieve this objective, the courts have gone 
1 long way toward indicating the meaning 
to be ascribed to the term “accrual basis.” 
They have given us the most definite con- 
‘ept now prevailing 


Third, if we are to reconcile our con- 
flicting views on income tax accounting, we 
must generally agree, and I believe we do, 
that the law of income tax accounting is 
much broader than the two standard bases, 
the cash basis and the accrual basis. It is 
sufficiently broad to permit departures from 
these bases in order to provide such dif- 
ferent treatment as the pertinent facts in 
each case justify. In the field of account- 
icy there is no one system of accounts 
which will serve the needs of all businesses 
or every member in a given industry, and 
my point is that the law of income tax 
accounting has been developed to the point 
where we know that it can provide for the 
necessary differences where a definite plan 
of accounting is feasible. 





Fourth, we have the procedures for mak- 
ing these departures from the two standard 
bases. The basic one is for the taxpayer 
to adopt a reasonable system in keeping his 
books and to account for items of taxable 
income and allowable deduction at a time 
which accords with his books. Where the 
books are not kept on the strict accrual 
basis in all respects or where there is doubt 
as to whether the taxpayer has properly 
implemented the accrual basis, the method 
of treatment can, upon audit, be agreed 
upon by the taxpayer and the examining 
ofiicer. A definite method is then estab- 
lished if the taxpayer consistently follows 
such method and does not make a change 
except upon permission from the Com- 
missioner. 

\ departure from the strict accrual basis 
also may be provided for by general regu 
lation or ruling or by a special ruling in a 
particular case. A request for a ruling is 
especially appropriate where an unusual 
situation arises and the general scheme otf 
accounting followed by the taxpayer in the 
past does not Pive a satisfactory result. 

Too often, however, misunderstanding 
may arise because a position is bottomed 
entirely upon a theory that a _ particular 
method of treatment comes within the ac 
crual basis.* The position should be at least 
alternatively explained as a special method 
of treatment. Where the taxpayer desires 


such treatment, he should furnish sufficient 
information to show that the requested 
method is reasonable and proper as a de 
parture from the strict accrual basis. If 
the taxpayver’s contention or request is sub 
mitted upon this basis, there are circum- 
stances under which it can be allowed, 
regardless of what your views or mine are 
respecting the scope of the accrual basis. 
So why should we, at the taxpayer’s ex- 
pense, engage in a useless controversy over 
theory in such cases if the matter can be 
so settled in a practical manner? 


} 


The deficiency, if any, in the law of in 
come tax accounting therefore is not a lack 
of machinery for putting our accounting 
views into effect.f The main deficiency is 
in our failure to reach a general agreement 
upon the tests to be employed in making 
departures from the two standard bases 
Such tests are essential. Departures cannot 
be made arbitrarily. 





*A misunderstanding similarly arises at times 
where the taxpayer states in his return that he 
is on the accrual basis, when, as a matter of 
fact, his books are not kept on that basis in 
all respects. The courts, however, have been 
fairly liberal in such cases by, in effect, con- 
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sidering that the basis is the accrual basis ex- 
cept for the variances consistently followed in 
the books with respect to recurring items. 

*If we earnestly use the machinery and find 
it defective, the defect can be corrected by 
legislation. 
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At times the development of the proper 
tests has been blocked because our atten- 
tion has been directed primarily to the con- 
troversy concerning the scope of the accrual 
basis for income tax purposes. These con- 
troversies and the resulting litigation have 
been helpful in defining the accrual basis. 
But litigation is not a satisfactory means 
for developing the tests. Initially they must 
be supplied by the taxpayers and the ad- 
ministrative officers. The courts cannot 
take the initiative. They can determine 
whether a departure has been arbitrarily 
employed, but they are not in a position 
to devise accounting methods. 


Of course, if the theory of the law of 
income tax accounting is not generally un- 
derstood, the courts are in a position to 
retard the development. An instance of 
this occurred respecting the installment 
method of accounting when it first came 
bet the courts in 1925 and was invali- 

Since this action was contrary to 
generally accepted legal opinion upon the 
subject, legislation was necessary in order 
to move forward at the pomt where judi- 
opinion was lagging behind the develop- 
ments being made. 


ore 


dated.® 


} 
Clal 


In determining the tests which are to be 
applied in providing for departures from 
the accrual basis, whatever the departure 
is and whatever the reason for it may be, 
the first consideration is that the rule should 
provide a definitely ascertainable time for 
making the accounting respecting the item 
or items involved. This gives the taxpayer 
the assurance which he wants and which 
the administrative 


officer needs. 


Generally speaking, departures from the 
strict accrual basis have been employed to 
accomplish one of two objectives. First, 
one objective is to correlate income and 
deductions where a lack of correlation would 
produce an unfair result.° Incidentally, it 
also may avoid some differences in opinion 
as to the application of the accrual basis. 
Second, in other cases a departure from 
the strict accrual basis has been provided 


where all events giving rise to items of 


income or deduction occur within a given 
year, but it may be that the amount can- 
not, within the year, be computed by the 
taxpayer with reasonable accuracy, the cir- 
cumstances however being such that an ad- 
justment can reasonably be made to reflect 
the actual amounts. Under these circum. 
stances a method may be permitted which 
closely corresponds to transactional ac- 
counting as it is understood in commercial 
accounting, 


Advance Payments Received 


With these ideas in mind let us see how 
they work in connection with government 
contracts. For exainple, take the problem 
respecting advance payments. Suppose that 
in order to enable the contractor to expand 
his facilities and perform the contract, the 
government makes an advance payment to 
him of 20 per cent of the total contract 
price, which advance is credited against the 
purchase price as the articles are delivered 
or the services are performed. In such case, 
how shall the contractor account for the 
advance payment for income tax purposes 
if he is reporting on the accrual basis? 


In commercial accounting an accountant 
would seldom consider any procedure ex- 
cept to take a pro-rata part of the advance 
payment into income as deliveries are made 
or the services are performed. In the tax 
field, however, there seems to be some 
question whether this treatment is permis- 
sible under the legal concept of the accrual 
basis as defined by the courts for income tax 
purposes.’ 
has been 


In some cases the accrual basis 
construed to mean that advance 
payments must be included in income at the 
time they are received. Some exception to 
this rule may be proper where the income 
arises from a sale of articles. But it can- 
not be rigidly applied in all cases of sales. 
If the accrual basis is construed to require 
all definitely ascertainable proceeds and 
costs of a sale to be accounted for at the 
time of the sale, the use of such basis may 





5B. B. Todd, Inc., CCH Dec. 282, 1 BTA 762 
(1925). 

®* An erroneous supposition.—It is sometimes 
supposed that the accrual basis of accounting 
is an attempt to make this correlation. This is 
an erroneous supposition. The accrual basis as 
construed by the courts for income tax pur- 
poses is not controlled by an aim to correlate 
income and deductions. The predominate pur- 
pose appears to be to postpone the time for 
accounting until the taxpayer can determine the 
amount of the receivables and liabilities with 
reasonable accuracy. As a coincidence, espe- 
cially where the taxpayer uses inventories, it 
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happens that considerable correlation is achieved 
by using the accrual basis. This is specially 
true where there is a regularity in the flow of 
income and deductions. Generally, in such case, 
this correlation by coincidence is all that is 
desired by the taxpayer. 

7 There is less doubt where the contract is one 
for a sale of articles. See Veenstra & DeHaan 
Coal Company, CCH Dec. 16,715, 11 TC 964 
(1948), which case, however, involved an ‘‘exec- 
utory and contingent contract to sell unascer- 
tained, not specific, goods, at an unspecified 
price.’’ 
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not be satisfactory at all times, as, for 
example, where a part of the selling price 
is withheld by the purchaser for some spe- 
cial reasons *® or where elaborate systems of 
accounting may be required by some tax- 
payers who cannot afford them. 


The experience in connection with de- 
fense problems shows that it is not neces- 
sary to have a decision as to the proper 
application of the accrual basis in all of 
these cases. The law of income tax ac- 
counting can provide a practical solution. 
The practice available to the contractor, 
if he wishes to use it, is for him to ask 
permission to account for the advance pay- 
ments as they are earned, which is, in the 
case of a supply contract, as the articles 
are delivered. The request when granted 
will of course be subject to the condition 
that if for any reason the contractor be- 
comes unconditionally entitled to any part 
of the advance payment without perform- 
ing the contract, he shall at that time ac- 
count for such part.’ 


Where this treatment of advance pay- 
ments under government contract has been 
permitted, I believe that the obvious ob- 
jective has been to correlate the items of 
income and the deductible items incurred 
in earning such income. In the case of a 
government contract, which may be a very 
large order as compared with a typical civil- 
ian order, if the advance payment received 
on such contract is taken into income at the 
time it is received rather than prorated as 
it is earned by deliveries or the perform- 
ance of services, it is apparent that the 
effect may be to cause a pronounced lack 
of correlation, unless the taxpayer has many 
large orders. Where an unsatisfactory lack 
of correlation of the income and the deduc- 
tions is evident, such condition together 
with all of the other circumstances may be 
a sufficient basis for permitting the con- 
tractor to postpone accounting for the ad- 
vance payment until be begins to make 
deliveries under the contract, at which time 

































































he will take into income a pro rata part ot 
the advance payment.” 


Contract Terminations 


When we come to the termination of gov- 
ernment contracts, we have a_ situation 
which involves more than correlation. In 
1944 the Congress enacted the Contract 
Settlement Act which definitely provided 
for compensation upon the termination of 
government contracts or subcontracts. But 
even prior to that time there were many 
contracts with termination clauses which 
provided for compensation upon termina- 
tion and prescribed the manner in which 
such compensation should be computed. At 
the present time there is no contract set- 
tlement act in effect. However, in the regular 
course of meeting the changing require- 
ments of our defense effort, contracts are 
being terminated, and these contracts may 
have provisions providing for compensa- 
tion and the method of its computation 
Whatever the provision for compensation, 
whether provided by special act of Con- 
gress or by contract, there may be many 
instances in which the amount of the com- 
pensation cannot be computed with reason- 
able accuracy at the time of the contract 
termination or within the taxable year of 
the termination. In such case we have two 
problems. One is that of correlating the 
termination payment and the deductions 
which are attributable to the uncompleted 
portion of the contract. But this problem 
may be solved if another, and more difficult 
one, is solved, namely, the time when the 
contractor shall account for either loss or 
income from the contract termination. 


One view, which at one time was _ in- 
cluded in the Regulations, is that if the 
contractor is making his returns on the ac- 
crual basis, he should not account for the 
termination payment until the claim is al- 
lowed or its value is otherwise definitely 





’ Amounts withheld.—Amounts withheld by 
the government, under its usual procedure of 
withholding a percentage until final settlement, 
generally are reportable under the accrual basis 
as earned, but if withheld to assure the correc- 
tion of defects during a guarantee period, the 
right to such amounts may actually depend 
upon contingencies which preclude their inclu- 
sion in income until the contingencies have been 
removed (Commissioner v. Cleveland Trinidad 
Paving Company, 3 ustc § 1006, 62 F. (2d) 85 
(CCA-6, 1932)), or there may be a problem of 
correlating these amounts and the guarantee 
expenses. Cf. T. D. 4906, 1939-2 CB 404, 414, 
Sec. 17.9 (h), and T. D. 4909, 1939-2 CB 422, 
430, Sec. 16.8 (h). 
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® Where the receipt of the advance payment 
is the only definite time for making the ac- 
counting, it is difficult, if not impossible, for a 
postponement of the accounting to meet this 
test. Cf. South Tacoma Motor Company, CCH 
Dec. 13,789, 3 TC 411 (1944), and National Air- 
lines, Inc., CCH Dec. 15,940, 9 TC 159 (1947). 

% The theory of departure from the accrual 
basis explains I. T. 3369, 1940-1 CB 46, which 
allows an election for treating advance sub- 
scription income received by a publisher of 
periodicals and distinguishes it from G. C. M. 
20021, 1938-1 CB 157. Also, it clearly is the 
basis for the present treatment of blocked for- 
eign income as provided in Mim. 6475, 1950-1 
CB 50. 


1047 
























determined. It is sometimes supposed, and 
in my opinion erroneously so, that in such 
case a contractor may delay accounting for 
the compensation and is not precluded from 
deducting a loss upon the termination of 
the contract at the time the contract is 
terminated, such loss to consist of the in- 
ventory loss, loss of useful value and other 
items which are allocable to the uncom- 
pleted portion of the contract. I do not 
agree that this method of treating the ter- 
mination loss is permissible in the absence 
of a special regulation or ruling. I have 
considerable difficulty in believing that a 
taxpayer who postpones accounting for the 
termination payment until the claim is set- 
tled can deduct a loss at the time of the 
termination of the contract." By an act 
by provisions in the con- 
is entitled to reimbursements and 
payments for inventory facilities and other 
items which possibly may equal or exceed 
the amount of the alleged loss. Where a 
termination clause provides for compensa- 
tion to contractor from 
constitutes a form of insurance which should 
be considered in fixing the amount of the 
deductible loss, or perhaps we should say 
that items for which the contractor is to be 
reimbursed are not deductible to the extent 
that they are offset by reimbursement, be- 
cause the contractor does not bear the bur- 
den of such items.” If either of these views 
is correct, and if despite either view de- 
duction of the loss at the time of the con- 
tract termination is permissible, it should 
be limited to the excess of the reimburs- 
able items over the compensation received. 
On the other hand, if the reporting of the 
termination payment for income tax pur- 
poses is postponed to the time when the 
claim is allowed, it may be that if the claim 
is actually settled at a loss, the loss cannot 
be taken until the claim is allowed or 
otherwise settled. 


ot Cx meress or 


tract he 


save the loss, it 


To provide a definite and reasonable 
method of accounting under these circum- 
stances, the Regulations were modified ™ 
and were supplemented by a mimeograph * 
to require an accounting of the termination 
payment for the year in which the contract 

a C F. Thomas Thorkildsen, CCH Dec. 746, 
2 BTA 570 (1925). 

12 Glendenning, McLeish & Company, CCH 
Dec. 7239, 24 BTA 518 (1931), aff'd 1932 CCH 
Standard Federal Tax Reports { 9565, 61 F. (2d) 
950 (CCA-2); Atlantic Coast Line Railroad Com- 
pany, CCH Dec. 8817, 31 BTA 730, 742 (1934), 
aff'd 36-1 ustc § 9067, 81 F. (2d) 309 (CCA-4); 
Dunne, CCH Dec. 8423, 29 BTA 1109 (1934), 
aff'd 35-1 ustc § 9154, 75 F. (2d) 255 (CCA-2). 

143 Amendment of Regs. 111, Sec. 29.42-1 (a), 
was made by T. D. 5405, 1944 CB 154. 
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is terminated, except as to the part of the 
compensation attributable to accounting, 
legal and other settlement expenses incurred 
in a subsequent year. This change has 
the effect of making it clear that the entire 
termination loss, if any, may be deducted 
at the time of the termination except where 
settlement expenses are incurred later. The 
change greatly facilitated settlement of con- 
tract terminations in that a large number 
were settled without claims being filed or 
without the payment of compensation, and 
at no cost to the government. Where com- 
pensation was paid, there is a correlation 
of the loss items and the compensation for 
the items. 


Of course, under this method of reporting 
it is not always possible for a contractor 
to know at the time he files his return for 
the year of the contract termination what 
the exact amount of the compensation for the 
termination will be. 3ecause of this, the 
contractor, in filing his return, is allowed 
to make an estimate of the amount of the 
compensation, with provision for 
ment later to the actual 


adjust- 
figure. 

Aside from the fact that it achieves the 
objectives of transactional accounting, this 
method of treating contract terminations is 
significant in that it recognizes that income 
may accrue and may be taken into account 
for income tax purposes before it accrues 
in the sense contemplated by the accrual 
basis of accounting.” This is to say, where 
a contract is terminated at a time when by 
act of Congress or by contract or definite 
administrative policy and procedure the 
contractor is entitled to compensation, he 
at that time realizes income, even thougl 
the exact amount is not known or then 
definitely ascertainable and is not report- 
able on the strict accrual basis. Such events 
may fix a reasonable time for making an 
accounting even though the exact amount 
may be subject to controversy in some re- 
spects. By such method there is a correla- 
tion of the compensation and the expenses 
which, for contract termination purposes, are 
allocable to the uncompleted portion of the 
terminated contract.” But it is not a satis- 





14Mim. 5766, 1944 CB 156, as amended by 
Mim. 5897, 1945 CB 131. 

1% Helvering v. Enright, 41-1 ustc { 9356, 312 
U. S. 636, indicates that the meaning of accrual 
is not governed by accounting practices. 

1%® The basic principles supporting an account- 
ing at the time of the contract termination were 
first employed for income tax purposes under 
the Revenue Act of 1917. Under that act 4 
Treasury regulation prescribed what has been 
called the ‘‘accrual and reserve’’ method of 
accounting, apparently to distinguish it from 
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factory method unless the circumstances 
permit an adjustment to the actual, or a 
reasonable, amount. 


This theory as to contract terminations 
was extended to those cases where the ter- 
mination occurred prior to the passage of 
the Contract Settlement Act of 1944 and 
had not been previously settled. Difficulty 
with respect to the application of the theory 
has been encountered only in one case. It 
was a case of a subcontract which was ter- 
minated prior to the enactment of the Con- 
tract Settlement Act. The Bureau included 
the termination payment in income at the 
time of the enactment of the act when the 
subcontractor’s right to the compensation 
accrued in the generic sense. The Tax 
Court refused to approve this action.” Why 
it took this position is the subject of some 
speculation. One suggested explanation is 
that the court was convinced that the Con- 
tract Settlement Act did not extend to the 
termination in question and did not guar- 
antee the taxpayer compensation.” 


Renegotiation 


The test applied in fixing a method for 
accounting for contract-termination pay- 
ments is similar to the one employed in 
providing a special method for accounting 
for excessive profits determined upon re- 
negotiation. Early in the discussion of ex- 
cessive profits on war contracts, the Bureau of 
Internal Revenue took the position that the 
elimination of these profits should be applied 


the accrual basis of accounting as we under- 
stand it. (T. D. 2433, January 8, 1917.) This 
Treasury regulation permitted corporations to 
take deductions at the time the transactions 
occurred which gave rise to the liabilities, the 
taxpayer at that time approximating as nearly 
as possible the amount thereof, provided that 
income was returned upon the same basis. The 
Supreme Court found no fault with this regula- 
tion. In the case of U. S. v. Anderson, 1 ust¢ 
1155, 269 U. S. 422 (1926), it stated that the 
regulation was ‘‘to enable taxpayers to keep 
their books and make their returns according 
to scientific accounting principles.”’ 

"Apex Electrical Manufacturing Company, 
CCH Dec. 18,320, 16 TC 1171 (1951). 


%In view of the generally understood policy, 
any such conclusion may be somewhat startling 
to government contractors and subcontractors 
and to those who were charged with settlement 
of termination claims. On the other hand, if 
the Bureau method of treatment is not consid- 
ered to be a reasonable one, such view is out 
of line with the ideas of outstanding members 
of the accounting profession who contributed 
helpful suggestions at the time the regulation 
and rulings were drafted. Regardless of 
whether the court reached the proper result on 
the facts in this particular case, its remarks 
May cause some taxpayers to wonder whether 
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to the year for which the contractor is re- 
negotiated. All of the events for ascer- 
taining the amount of excessive profits occur 
within that year. According to at least two 
state court decisions,” the liability for the 
excessive profits accrues within that year 
and is recognizable for state income tax 
purposes in case the taxpayer is on the 
accrual basis. Regardless of whether the 
accrual basis may be so construed for fed- 
eral income tax purposes, the liability accrues 
in its generic sense within that year, and it 
can be taken into account for that year 
under a special method of accounting. 


After the renegotiation act was passed the 
3ureau position was stated in a published 
ruling.” Under such ruling, if the renego- 
tiation occurs before the tax return for the 
renegotiated year is filed or if at the time 
of the filing of the return the renegotiation 
has progressed to a stage where the amount 
of the elimination can reasonably be antici- 
pated, the contractor, in filing his return, is 
permitted to exclude the excessive profits 
from income. In all other cases the tax is 
paid on the excessive profits, but when the 
renegotiation is consumated, the excessive 
profits are eliminated and the contractor 
is given a credit against his liability to the re- 
negotiating agency for the amount of the 
tax paid. If there is any error in the 
amount of the tax credit, the Bureau of In- 
ternal Revenue may make an adjustment (a) 
by asserting a deficiency if the tax credit 
allowed was greater than it should have 
been” or (b) by making a refund if the tax 


it is inclined to holding most businesses to one 
accounting method without variation, namely, 
the strict accrual basis as defined by the courts. 
But it is more important to remember what was 
said in Brown v. Helvering, 4 ustc § 1223, 291 
U. S. 193 (1934): ‘‘It is not the province of the 
court to weigh and determine the relative 
merits of systems of accounting.’’ With respect 
to the Apex case, however, we should bear in 
mind that one Tax Court decision does not 
necessarily constitute a judicial trend. 

1% Southern Weaving Company v. Query, 206 
S. C. 307, 4 S. E. (2d) 51 (1945); State v. 
Brown, 48 So. (2d) 37 (Ala., 1950). A similar 
result has been reached administratively in 
some states. 

7. T. 3577, 1942-2 CB 163; I. T. 3955, 1949-1 
CB 163. As to individuals and partnerships for 
the year 1942, see I. T. 3619, 1943 CB 981. 

21 This credit is allowed by the renegotiation 
agency. It is computed for the agency and the 
taxpayer by the Bureau of Internal Revenue. 

2 Baltimore Foundry & Machine Company, 
CCH Dec. 15,426, 7 TC 998 (1946); Siow Manu- 
facturing Company, CCH Dec. 17,729, 14 TC 
1440 (1950). Where the amount of ‘excessive prof- 
its is in dispute, any credit allowed is tentative 
and is subject to administrative adjustment 
when the dispute is settled. National Builders, 
Inc., CCH Dec. 16,985, 12 TC 852 (1949) 
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credit allowed was less than it should ‘have 
been. 


The method applied in renegotiation is 
not confined to cases where the renegotia- 
tion is strictly a renegotiation as defined by 
the renegotiation act. It is also applied in 
the case of so-called voluntary repayments 
[ profits," in the case of the 
adjustment of royalties under the federal 
royalty adjustment act* and in the case of 
contracts which, though not subject to re- 
negotiation, are adjusted by agreement of 
the parties.” It is also applied in respect 
to a cost-plus-a-fixed-fee contract where the 
contractor receives reimbursements which 
are later determined to be for nonreimburs- 


of excessive 


able costs and are repaid to the government. 


The Bureau position was made the subject 
of legislation and has been incorporated in 
Code Section 3806.7 The experience with 
this legislation definitely emphasizes that it 
is unwise to be dogmatic in the field of in- 
come tax accounting by insisting upon only 
one possible method of treatment for all tax- 
payers. In drafting Section 3806, one view 
was that the method prescribed should be 
absolutely mandatory with no discretion in 
the Commissioner 
our attention of 


But examples came to 
the injustice and undue 
hardship which would occur in some in- 
stances. The proposed mandatory rule was 
softened provision which 
gives the taxpayer the right to use a differ- 
ent method if he shows to the satisfaction 
of the Commissioner that such other method 
clearly reflects income 


therefore by a 


Where because of renegotiation the tax- 
refund of income 
taxes, the refund is included in income when 
received or, if the taxpayer is on the ac- 
crual basis, when it is allowed.* However, 
if the taxpayer has agreed to repay to the 


payer receives a state 


federal government the amount of the re- 
fund, the situation is more complicated 
in that under Section 3806 the repayment 


should be applied to reduce income for the 


renegotiated year However, if the tax- 


°° This is provided for in the last sentence of 
Code Sec. 3806. See also Universal Oil Products 
Company v. Campbell, 50-1 ustc {§ 9260, 181 F. 
451 (CA-7). 

** A so-called voluntary repayment is not a 
gift. To bring it within Sec. 3806, it should, 
however, be made pursuant to an informal letter 
agreement specifying the amount and the year 
for which it is made 

I. T. 3695, 1944 CB 154 

* By the same theory, provision has been 
made to permit transportation companies to re- 
late repayment of excessive charges to the year 
for which such charges were included in income 
where, because of the exigencies of the war, it 
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payer agrees, the receipt of the refund and 
the payment to the renegotiating agency 
may be accounted for in the same year. 


Cost-Plus-a-Fixed-Fee Contracts 


I have mentioned that adjustments for 
disallowances under cost-plus-a-fixed-fee 
contracts are handled in the same manner 
as is provided respecting renegotiation. This 
type of contract also poses questions as to 
when to account for the fee. Where the 
accrual basis is used, the fee, and any bonuses 
earned, are includible in income as earned, 
Where a part of the fee is withheld during 
a guarantee period to satisfy some condition 
which makes the taxpayer’s right to it 
depend upon the happening of a contingency, 
it is possible that under some conditions the 
accounting for such part may be delayed” 
However, even though the contract consti- 
tutes a long-term contract, it is not con- 
sidered that the completed contract basis 
as authorized by the Regulations is appli- 
cable.” 

A cost-plus-a-fixed-fee contract may, prior 
to completion, be converted into a fixed- 
price contract. If the change is made 
retroactive to all articles delivered, a tax- 
payer using the accrual basis may be required 
to report on all articles delivered prior to 
the year of change in the same manner as if 
the change had not been made. Where the 
strict accrual basis is used in such case, if 
the change to a fixed-priced contract has 
the effect of allowing the contractor a greater 
profit for delivered prior to the 
change, the increase should be regarded as 
accruing to the taxpayer at the time of 


articles 


change in the contract. Similarly, if the 
change has the effect of reducing the 
taxpayer’s profit on articles previously de- 


livered, such reduction results in a loss de- 
duction at the time of the change. However, 
where the the profit on 
articles previously delivered, it comes within 
Section 3806, so that the strict accrual basis 


change reduces 


is not applicable except upon request of the 





was not possible to resolve all questions and bill 
the government for the correct amount. 


* For a discussion of the problems during 
World War II, see Numa L, Smith, ‘‘Renegotia- 


tion and Taxes,’’ and Hermen T. Reiling, ‘‘In- 
come Tax Accounting after Renegotiation,” 
both published as Part 28 in Practical Aspects 
of Federal Taxation (1946) by the Bureau of 
National] Affairs, Inc. 

*8 Mim. 6444, 1949-2 CB 11, as modified by Mim 
6597, 1951-1 CB 20. 

°* The same is true if a part of the price of 
a fixed-price contract is so withheld. See foot- 
note 9. 

” T. T. 3459,. 1941-1 CB 236. 
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This being so, in order to have 
method of treatment and to 
correlate income and deductions, it may be 
advisable in some cases to apply all changes 
retroactively. Of course if, as is often the 
case, the items of reimbursable cost in- 
curred prior to the change have not been 
audited by the contracting agency when the 
change is made, it may be impossible to 
determine the correct profit to the taxpayer 
under the cost-plus-a-fixed-fee contract in 
respect to the articles delivered prior to the 
change to a fixed-price contract. Where 
such circumstance exists, the practical solu- 
tion is to apply the contract change retro- 
actively for income tax purposes.” 


taxpayer. 
a consistent 


Repricing Arrangements 


Repricing arrangements may be wholly 
prospective or partially or wholly retro- 
active. Forward repricing usually does not 
pose any difficult tax problem. The primary 
dificulty arises where the change is retro- 
active in some _ respects, because 
agreement upon the new price is delayed 
beyond its effective date or because the 
contract contemplates a retroactive adjust- 
ment. Under the accrual basis the adjust- 
ment for the change is made as of the 
date the agreement or other determination 
is made fixing the new price, and it is not 
applied to prior However, if 
the price is reduced, the principles of Sec- 
tion 3806 require a retroactive adjustment 
for tax purposes unless the taxpayer re- 
quests, and the Commissioner agrees to, a 
different method. Where the price is in- 
creased, if a retroactive adjustment for tax 
purposes is permissible, it usually involves 
special consideration in the light of the facts 
in each case in to arrive at 
factory plan. 


either 


deliveries. 


order a satis- 

However, in the case of cost-reimburse- 
ment contracts which provide for a variable 
f no 
saving in 


all, depending upon the 
reimbursable may be 
that under the accrual basis the fee is not 
includible in income until the completion of 


tee or fee at 


costs, it 


3% Equipment rental. — Another instance of 
where a practical solution may be made is that 


provided for in I. T. 3533, 1942-1 CB 87, as 
amended by I. T. 3631, 1943 CB 197, where a 


cost-plus-a-fixed-fee contractor rents equipment, 
the title to which passes to the government when 
the rent equals the contract value of the equip- 
ment plus 1 per cent per month for use. It 
allows a method similar to the installment 
methed but is permissible only and not manda- 
tory. Truman Bowen, CCH Dec. 16,877, 12 TC 
446 (1949). 

“This means that, 


unless Congress provides 
otherwise, the 


deductions can be taken only 
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the contract when the costs are known, and 
the amount of the fee, if any, can be com- 
puted. This, of course, has the effect of 
bunching the fee in one year even though 
the work was performed over two or more 
years. In somewhat similar situations, such 
as where the contract is subject to the 
profit-limiting provisions of the Vinson Act, 
it has been possible to work out a reasonable 
plan for allocating to each year the income 
attributable to the operations for that year, 
the taxpayer reporting for each year or 
making an adjustment for prior miscalcula- 
tions upon the basis of the 
events. 


then known 


AMORTIZATION 


The amortization deductions provided for 
in Code Section 124A differ from the deduc- 
tions allowed during World War II in four 
major respects: (1) there is no provision 
for shortening the amortization period to 
less than 60 months when the emergency 
ends; (2) there is a statutory requirement that 
the certification specify the portion attributable 
to defense purposes, thus requiring percentage 
certification; (3) the manner and time for 
making the election to take the deductions 
is prescribed by regulations instead of by 
statute; and (4) upon a disposition of the 
facilities, the taxable gain is treated as or- 
dinary income to the extent of the difference 
between the adjusted basis for amortization 
and what the adjusted basis would have been 
had no amortization deductions been allowed. 


The amortization deductions are in lieu of 
the depreciation deductions provided for in 
Section 23 (1). Where applicable, they elim- 
inate many of the legal” and engineering 
problems which are involved in depreciation. 
Amortization substitutes a new group of 
legal problems which, however, do not make 
any general contribution to the law of in- 
come taxation, since they are largely con- 
fined to matters of statutory construction.” 


This leaves as the most significant feature 
the fact that the amortization deductions de- 
pend upon the granting of a certificate of 


with respect to depreciable, as 
from depletable, property. 

3% As to the legal theory and general rules 
respecting depreciation, see Herman T. Reiling, 
“Income Tax Depreciation and Obsolescence,”’ 
published as Part 12 in Practical Aspects of 
Federal Taxation (1946) by the Bureau of Na- 
tional Affairs, Inc. 

++ For other discussions of these problems, see 
Thomas E. Jenks, ‘‘Amortization of Emergency 
Facilities,"’ TAxEsS—The Tax Magazine, Novem- 
ber, 1950, p. 1025; Jenks, ‘‘Tax Problems of 
Wartime Plant Expansion,’’ Law and Contempo- 
rary Problems (1943), Vol. X, p. 149. 


distinguished 
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necessity. At the present time the Defense 
Production Administration is the certifying 
agency for issuing the certificates. However, 
wherever the certification authority is vested, 
the effect of the statute is to split the proce- 
dural aspects into two parts: (a) the certi- 
fication and (b) the administration of the 
deductions after certification. In the event 
of controversy, there is no court review 
provided for by the statute in case an appli- 
cation for a certificate is rejected or a 
certificate is issued which the taxpayer deems 
unsatisfactory. After the certificate has been 
issued, technically all problems relating to 
construction and application of the certifi- 
cate are for the Bureau to determine. How- 
ever, there are instances where the better 
and more practical procedure is to deal with 
the certifying agency 


Description of Facilities 


One such imstance concerns the clarifica 
tion of necessity certificates respecting the 
descriptions of the facilities. It is advisable 
that the certificate describe the facilities so 
that the taxpayer and the Bureau may 
readily identify the facilities, the construc- 
tion or acquisition of which is certified. 
What constitutes an adequate description 
for this purpose obviously depends upon the 
particular circumstances in each case. If 
any doubt arises, the problem is to deter- 
mine what the certifying agency had in mind 
when it issued the certificate. As long as 
the certifying agency continues to function, 
the practical procedure is to have that 
agency declare what it had in mind. Con- 
sequently, if a taxpayer fears that his neces- 
sity certificate is not clear in some respect, 
the better procedure is for him to apply to 
the certifying agency to supplement the cer- 
with the additional information 
necessary to permit a proper identification 
of the amortization facilities. This proce- 
dure worked very well during World War 
Il, except that some taxpayers applied for 


tincate 


unended or clarifying descriptions of the fa- 
ilities where perhaps none was necessary 


Purpose of Facilities Changed 


\ taxpayer also may desire assurance that 
his necessity certificate continues to be valid 
where the purpose of the facilities is changed 
after the certificate is issued. For example, 
suppose he applied for and secured a neces- 
sity certificate covering the construction of 
a magnesium plant, but the plant was never 
used for that purpose. Instead, it was used 
to manufacture concrete. In cases of this 
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character, unless the change was made at 
the request of the government, there may be 
some question whether the certificate js 
void, because the representations in the 
application for the certificate did not mate- 
rialize. If the taxpayer desires any clarifi- 
cation in this respect, he should disclose the 
change of purpose to the certifying agency 
and if such agency is satisfied, it may issue a 
supplemental statement to the Commissioner 
confirming the validity of the certificate 


Conditional Clauses 


Ordinarily a necessity certificate under 
the amortization provisions contains a clause 
which renders it inapplicable unless the 
construction is begun, or the acquisition ora 
contract for the acquisition of the facility is 
made, within a specified time. Where the 
taxpayer has dithculty meeting the require- 
ment, the Bureau cannot be of any sub- 
stantial help. In such case the procedure 
is for the taxpayer to take his problem t 
the certifying agency which may extend the 
time for compliance, although it may require 
a progress report before doing so. In judg- 
ing the extent to which such _ procedure 
should be availed of, the important point te 
bear in mind is that as a general rule the 
time requirement in the necessity certificate 
applies separately to each facility. For 
example, the beginning of construction of 
one building does not necessarily satisfy the 
requirement with respect to another build- 
ing, even though both buildings are certi- 
fied in one certificate. Likewise, the beginning 
of the construction of a building does not 
satisfy the time requirement for acquiring, 
or making a contract to acquire, the ma- 
chinery for the plant, and the acquiring, or 
making of a contract to acquire, part of the 
machinery covered by the necessity certi- 
ficate does not meet the time requirements 
as to other machinery 


Date of Completion or Acquisition 


Since the amortization period in respect 
of a particular facility begins with the month 
of completion or acquisition of the facility 
or with the first month of the succeeding 
taxable year, it is necessary that the tax- 
payer maintain a proper record of the date 
of completion or the date of acquisition, as 
the case may be, although the Bureau has 
not resorted to technicalities in determining 
such date. As a general rule, where a proper 
record is lacking it is assumed that the tax- 
payer put the facility into operation as soon 
as it was completed or acquired, and upon 
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the basis of this assumption the tendency 
has been to treat the facility as completed 
or acquired when it is put into operation, 
unless the taxpayer has specific information 
otherwise fixing the date of completion or 
This is a good, practical rule 
to which there is seldom any reason for the 


acquisition. 


taxpayer Of the Bureau to object, since, 
whatever the correct date is, the taxpayer 


is entitled to amortization for 60 months. 


Transferred Facilities 


Occasionally it is urged that if a neces- 
sity certificate is issued with respect to a 
facility and the facility is later transferred 
to another party, the transferee is entitled 
to amortization in respect of the facility. 
Upon analysis of this contention it was 
found that the proponents of this theory 
were primarily with cases in 
which the facilities were transferred in cor- 
porate reorganizations. 


concerned 


In such cases, by 
reason of the purpose of the amortization 
provisions and the context of the provisions 
in Code Sections 112 and 113 relating to 
tax-free reorganizations and_ liquidations, 
the Bureau takes the position that the 
amortization provisions may be construed 
to permit deductions to the transferee in 
the event that the transferee acquires the 
facilities in a tax-free reorganization or liqui- 
dation.” In such cases the transferor and 
the transferee are, in effect, treated as one 
taxpayer for amortization purposes, the 
amortization deductions being allocated to 
each according to the time each held the 
facilities during the amortization period. 
Where, however, the transfer is in effect a 
sale or is not a tax-free exchange, the 
transferee does not succeed to the trans- 
feror’s rights in respect of amortization, and 
the transferee is not entitled to amortization 
unless he obtains a necessity certificate in 
respect of his acquisition of the facilities 


Partnership Facilities 


In extending the amortization provisions 
to partnerships, although the partnership is 
not a taxable entity, the statute provides that 
the amortization shall be allowable only to 
the partnership.” The effect of this provi- 
sion is this: first, the necessity certificate 
should be issued to the partnership, whether 
the organization is a joint venture or other 
arrangement treated as a partnership for 
income tax purposes; second, the election to 



































































take the amortization is made by the part- 
nership, and orre partner cannot elect to 
take amortization respecting “his share” in 
the facility, the others not electing. This 
treatment simplifies the administration of 
the amortization deductions where a partner 
dies or retires. \\ here one partner dies or 
retires from the partnership, the result be- 
ing the creation of a new partnership or a 
continuation of the business by one of the 
partners, considerable uncertainty arose as 
to whether the new partnership or the con- 
tinuing partner is entitled to continue the 
amortization deductions in respect of the 
facilities. If such continuation of the de- 
ductions is not permissible, the right to 
such deductions may be lost in many cases, 
thus defeating the purpose of the provision. 
For amortization purposes, however, the 
mere dissolution of a partnership by the 
death or retirement of a partner is to be 
distinguished from the case where, in addi- 
tion to a dissolution, there is a termination 
of the partnership and all of the partner- 
ship affairs are settled and wound up. Thus, 
if the business is continued without any 
final accounting respecting all partners, as 
where the surviving partner or partners 
take over the entire business and continue 
it, the right to amortization continues in 
the successor individual or partnership. 
Except for this distinction, which is not 
new in the law of partnerships, the amorti- 
zation provisions as applied to partnerships 
would have been unworkable in the cases 
where death or dissension necessitates a 


change in the ownership of the business 


September 23, 1951 


There are other problems of interpreta- 
tion, such as what is a facility, when is it 
acquired, when construction 
when is the facility completed and, if only 
a portion of the facility is amortizable, is 
the basis for depreciation of the remainder 


does begin, 


reduced by the entire salvage value or by 
a pro rata part thereof? All of these are 
old problems. But there is one word | 
should say in closing. The fact that a cer- 
tificate was not issued prior to September 
23, 1951, does not preclude the taking of 
amortization deductions respecting facilities 
after December 31, 1949, and prior to the 
date of enactment of the Revenue Act of 
1950. It merely prevents deducting any 
amortization for 1950 or any other year for 





*® See Question 21 in Mim. 5057, 1945 CB 181 
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% Code Sec. 190, as amended by Sec. 155(h), 
Revenue Act of 1942 
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which a return has been filed prior to the 
issuance of the certificate. If, despite the 
failure of the certificate to issue before Sep- 
tember 23, 1951, the taxpayer has timely 
made his election to begin amortization for 


such year, such election will start the run- 
ning of the amortization period, so that 
although no deduction may be taken for 
such year, the deductions will be increased 


for later years.” [The End] 





Tax Aspects 


of Investing in Real Estate 


By RICHARD H. LEVIN, Attorney 
D’Ancona, Pflaum, Wyatt & Riskind, Chicago 


QUPPOSE you were thinking of invest- 
\/ ing in real estate and wanted to develop 
a program. What tax questions should you 
think about? 

That is what I am going to discuss— 
some of the questions and how to think 
about them, not the answers. 

A hypothetical client, named Joe, came 
in to see an even more hypothetical me one 
day and said: “A number of my friends 
are interested in real estate. They have 
done fabulously well, and I have made a 
careful study of the business aspects of the 
field to find out why. I think the good 
real estate market is going to continue, 
and I would like to get into it. What 
are the income tax features of real estate 
investment that I ought to have in mind 
in planning my program?” 

I said: “What do you 
complish ?” 


want to ac- 


He replied: “Well, I have hardly any 
capital, but I have an income in the high 
brackets, and I am anxious to build up an 
estate for myself and my family.” 

He continued: “My brother, Charlie, 
however, is also interested. He owns a lot 
of securities, and he thinks real estate would 
give him a secure investment, with a good 
yield. My other brother, Jim, owns the 
stock of a manufacturing corporation and 
is thinking of buying a plant for it.” 

“Joe,” I said, “let’s talk about you first, 
Charlie second, and Jim third. Many of 
your problems are quite different. 


need not have a necessity certificate in hand in 
order to make an election to take amortization, 
but no deduction may be taken for any given 





“The 


estate over other investments to a man like 


most obvious advantage of real 
you, with a high tax rate, is in the depre- 
ciation and, particularly, in the depreciation 
of unpaid amounts. If the right deal is 
available, real estate will give you a chance 
to invest on margin, that is, a _ relatively 
small cash payment and the balance in 
installments over a period of years, and the 
cash yield from the property will include 
tax-free money (representing depreciation) 
which can be applied against the balance 
of the purchase price. The point is that 
you can depreciate the unpaid balance. In 
other words, under current law, if the un- 
paid balance is a claim against the property, 
your tax-free receipts will be based upon the 
entire purchase price, not merely upon your 
cash down payment, and that is so whether you 
obligated for the 
Of course, the depreciation 


are personally unpaid 
balance or not. 
deduction allowed to you may be matched, 
more or less, by aging of the property.” 
Joe said: “I like the idea of tax-free 
receipts, and I am bullish about the real 
estate market. Even with aging I havea 
feeling that the right kind of property will 
be worth as much 20 years from now as it 
is today due to the natural growth of 
population and business and to the infla- 
tionary trend. But is it necessary for me 
to apply the depreciation to payment of 
the mortgage 


” 





year unless he has the certificate at the re 
quired time for such year. See Regs. 111, Sec 
29.124A-3. Example 3, as amended by T. D 
5851, 1951-18-13655. 
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“No,” I said, “and that raises another 
type of advantage, with accompanying prob- 
lems. If your mortgage is payable in whole 
or in large part at a late date and if you 
are willing to take the chance of letting 
the mortgage ride, that portion of your 
cash receipts which represents depreciation 
is available for other investments or even 
for the payment of living costs. Some 
people have used this type of investment 
as a means of providing funds for living, 
unaffected by fluctuations in income tax 
rates. Of course, they are dipping into 
capital. But there is an advantage over 
the purchase of an annuity policy in that 
the value of the property may go up, in 
the event of improvement in the value of the 
neighborhood or in the event of inflation. 
Or it may go down. This procedure is also 
available, of course, if there is no mortgage 
on the property. 


“Some people have bought an equity in 
distress property for a very low cash pay- 
ment but subject to a very large mortgage 
or tax lien. They escape personal liability 
either by expressly disclaiming it or by 
taking the property in a land trust or in 
a corporation. In this way they have a 
depreciation deduction out of all propor- 
tion to their cash investment, yielding cheap 
income from the tax point of view and 
sometimes even yielding a paper net loss, 
available as a deduction 
or other ordinary income. 


against salaries 
Such deprecia- 
tion may eventually exceed the cash down 
payment, so that the owner has a depreciated 
cost less than the mortgage or tax lien. 
This is sometimes referred to as a ‘negative 
basis’ and must normally be given effect 


as taxable income sooner or later. Typi- 
cally, it shows up as long-term capital 
gain upon the sale of the property. In the 


celebrated Crane case in the United States 
Supreme Court, the tax which the owner 
had to pay, as a result of a negative basis, 
was larger than the net cash received on 
the sale.” 

“But, I’ve heard that there are tax ad- 
vantages in the purchase of unimproved 
real estate for a man in my position,” Joe 
said. “I don’t suppose I can get deprecia- 
tion there, can I?” 


“Normally not,” I answered, “although 
I'll refer later to a circumstance in which 
your family may get depreciation on such 
a deal. 


“If you are bullish about the real estate 
market, you may want to buy a piece of 
naked land for a modest cash outlay and 
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hold it for a rise. Normally, the taxes and 
carrying charges which you pay will be 
deductible against your ordinary income and, 
therefore, will not be too difficult to meet 
Furthermore, if your circumstances change 
violently and you come into some years 
with no taxable income, you may elect to 
capitalize such charges under Section 24 
(a) (7) of the Code. 


“Incidentally, there is a similar type of 
advantage in investing funds in a home or 
a cooperative building as against renting an 
apartment. The owner is entitled to a cur- 
rent deduction of property taxes and interest, 
whereas the tenant is not entitled to any 
deduction for that portion of his rent which 
the landlord uses for payment of taxes and 
interest. 


invest- 
ment in unimproved real estate for you, 
Joe,” I said, “is land which you will lease 
on a fairly long-term basis to a responsible 
tenant who plans to build a building for 
his own occupancy. 
larly, and 


“The most interesting form of 


Chain stores, particu- 
some manufacturing establish- 
ments have been interested in avoiding the 
fixed cost of land and keying the amorti- 
zation of construction costs to a definite 
lease period. From your point of view this 
deal is attractive, because you do not realize 
any taxable income at the time the building 
is erected or, under present law, even when 
the lease terminates. Still, subject to the 
lease, you become the owner of a valuable 
piece of improved property with an initial 
outlay for naked land only. 

“You understand that chain stores and 
other prospective tenants are pretty sophis- 
ticated about these matters, and the nego- 
tiation of such a deal has become fairly 
cut and dried from their point of view 
However, good deals of this type sometimes 
present themselves. 

“A similar type of deal can be made with 
the same kind of tenant, under which the 
owner, rather than the tenant, builds the 
building. This is more interesting to a 
man with substantial capital. 

“One of the fascinating aspects of owning 
land, subject to the tenant’s construction, 
arises out of some recent cases including, 
particularly, the Currier decision of the Tax 
Court. If, after the tenant has erected 
the building, you should die, leaving the 
property to your family, it will be valued 
for estate tax purposes and will have a 
basis in your family’s hands equal to the 
date-of-death value. Thereafter, the Tax 
Court says, your family will be permitted 
depreciation on the building even though it 
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was built by the tenant. The Commissioner 
doesn’t agree, however, and some courts 
of appeals seem to support him. 

“Another feature of this type of deal lies 
in the possibility of converting ordinary 
income into capital gains. If the lease has 
made your property valuable, you may be 
able to sell the property during the lease 
term or upon expiration of the lease and 
realize a capital gain. This may be better 
taxwise than to hold the property until 
expiration of the lease and then rerent it 
it an accelerated rent, without substantial 
depreciation. 

“The practice of separating the fee and a 
term tenancy between an individual owner 
and corporate tenants lends itself to flexi- 
bility in many ways. For example, an in- 
dividual owner I heard about had leased 
property to his wholly-owned corporation 
at a time when the rental market was low. 
After an extended period, when the rental 
market had improved considerably, the owner 
was in a peculiarly good position to make 
a new deal with prospective new tenants. 
Because of improvement in the rental mar- 
ket, the corporation’s tenancy was valuable 
and, hence, the owner could sell the corpo- 
rate stock at a profit, realizing a long-term 
capital gain. If there had been no corporate 
tenant and the prospective new tenant had 
paid the same premium directly to the owner 
for an identical lease, such a premium would 
have been ordinary income.” 

Joe thought for a while and then said: 
“Okay, let’s assume that I have made up 
my mind about whether I want my real 
estate improved or unimproved and I am 
getting close to a deal. How do TI buy the 
property? I have heard people talk about 
corporations, about partnerships, 
land trusts and standard trusts 
involved?” 


about 


What’s 


I said: “That’s a big subject, and we 
shall have to think about it more carefully 
when you actually have the deal at hand 
Generally speaking, you will want to buy 
the property directly if vou can afford to 
report the net profit from the property 
as ordinary income. You can get substan- 
tially the same result by using a land trust 
and can personal liability on the 
mortgage. Some people have used a newly 
organized corporation to buy property, par- 
ticularly where they want to avoid personal 
liability, where the property will carry a 
relatively large mortgage and where the 
profits from the building and their personal 
income tax brackets are so high that they 
would have difficulty in paying off the 
mortgage if they owned the property dir- 


avoid 








ectly. Here, however, on top of the corporate 
tax, you normally have to pay a personal 
tax to get the property or the income from 
it out of the corporation. You'll probably 
have to pay, personally, either an ordinary 
tax on dividends or a capital gains tax on 
liquidation. If you want to get into some 
property with another person or if you have 
some property and you want to get together 
with another property owner on joint 
ownership and operation, you may use a 
partnership or joint venture. You would 
continue to be taxed directly on the net 
income, and you would be permitted to 
withdraw profits or capital without further tax. 

“Sometimes people go into partnerships 
because they provide flexibility for all kinds 
of further planning. This is because both 
organization and liquidation of a partner- 
ship are normally tax-free, even though 
each partner contributes or receives a dif- 
ferent kind of property from the other 
partner’s. 

“Sometimes a standard living trust can 
be used to purchase real estate without 
personal liability and without personal in- 
come tax to the grantor. This approach 
has been considered important in family 
planning. However, the living-trust form 
is not particularly different for real estate 
from what it is for other types of invest- 
ments and I do not think you want me to 
go into it now.” 

“T see,” Joe said, “you don’t want to 
stick your neck out as to how to acquire 
the property. Can you be any more specific 
about how to get rid of it? How do / 
cash in on these profits that I hope to make?” 


“Well, I can tell vou a few things about 
that,” I replied. “First of all, T can tell 
you something not to do.” 

“IT know,” Joe said, “don’t get rid of the 
property at all. Just keep it until I die.” 

“Well, that’s not a bad idea,” I said 
“because if the property goes up in value, 
it will acquire a new basis upon your death, 
and your family will be permitted to use 
the stepped-up basis for depreciation or 
profit or loss without vour ever paying any 
income tax on the step-up. However, that's 
not what I had in mind. I take it that you 
do not intend to go into real estate and 
make a profit on turnover. In the language 
of the decisions, you intend to become an 
investor, not a dealer.” 

“What's the difference?” Joe asked. 


Dealer and Investor Distinguished 


“A dealer in real estate is treated like 4 
grocer. If he makes a profit, it is treated 
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as the equivalent of business income and is 
taxed to him at ordinary income rates, even 
though the property has been held for a 
long time. An investor realizes long-term 
capital gain if he sells the property at a 
after six months, and this means 
that his tax is cut in half, with a maximum 
tax liability of 26 per cent of the profit 
(under the new, 1951 act).” 

“T can understand,” Joe said, “how a real 
estate subdivision company might be re- 
ded as a dealer in real estate, but how 
could that title apply to ordinary investors 
like me?” 

I said: 
decisions on this subject, and I can’t go into 
them now. I just want to warn you that 
if your turnover gets up into high levels, 
is, if vou have a high volume of pur- 
es and sales, you are in danger of having 
the government call you a dealer. 
could be tremendous.” 

“All right,” 
| 


before I get 


profit 











“There are dozens and dozens of 





The tax 
cost 
said Joe, “T’ll talk to you long 
to that point. But I know 
some people who seem to be buying and 
selling all the time. Do you mean to say 
that they are taking the speculative risks 
and then paying ordinary 
their profits?” 


“Probably so,” I replied, “but that may 
not be absurd. In the first place and to a 
limited extent, the capital-asset category 
cuts both ways. If an investor takes a loss 
m unimproved or other unproductive real 
estate, it is a capital and subject to 
he same type of limitations as capital gains, 


1 


hereas the 


income tax on 


loss 


dealer can deduct his loss a‘ 
ordinary income. 


ainst 
However, this does not 
apply to productive real estate, which is 
regarded as business property under Sec- 
tion 117 (j).. Here the investor’s loss would 
be ordinary even though his gain would 
be capital. 
ment is 


Secondly, if the speculative ele- 
minimized, the investor doesn’t 
mind realizing his profits at ordinary-income 
rates. This can be done by paving cash 
for low-grade properties and reselling them 
immediately at higher prices, payable over 
a long term.” 

“T think I will leave that type of business 
to the experts,” Joe said. “Capital gains are 
good enough for me. Is there any point 
in selling the property and reinvesting it 
when I feel that the market is good?” 

“That’s really a business question which 
you have to decide for yourself,” I said. 
“For example, you might want to pyramid 
your speculation. If you have held a piece 

f property for a long time and paid all or 


0 
a large part of the mortgage. you may want 
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to sell or trade the property and speculate 
with a larger property having an equal 
equity value but a larger mortgage on it. 
If you trade the property in a taxable 
exchange or if you sell the property at a 
profit and reinvest the proceeds, you have 
to pay a tax on the sale, but you will get 
an increased depreciation. 
on the 


Since the tax 
long-term capital-gain 
rates and since depreciation is deductible 
at ordinary-income rates, this may be a 
good move, particularly if you 
sell the previous property on a time basis 
and spread your profit over a number of 
years on the installment plan.” 

Joe said: “I have been told that real 
estate may be pyramided by trades back 
and forth without any tax on appreciation 
at all. Is that a. fact?” 


wVes"” 4 “Section 112 of the Code 
contains a lot of provisions covering so- 
called tax-free exchanges, and many of these 
are applicable to real estate. I do not want 
detail, but I can give 
bird’s-eye view of some of them. 

“Section 112 (b) (1) provides that an 
exchange is tax free if property held for 
investment (other than securities) is traded 
for property of like kind held for invest- 
ment. Nobody knows for sure what the 
words “like kind” mean. That is, how 
nearly identical the two pieces of property 
must be. 


sale is at 


business 


said. 


into 


to ¢go 


you a 


However, the prevailing view for 
some time has been that the words are to 
be construed rather broadly, and two pieces 
of real estate are commonly thought to be 
of like kind though they are quite different 
in function and structure. The best thing 
to do is to wait until you are ready to 
make the trade and then check the authori- 
ties to date at that time. 

Another problem under Section 112 (b) 
(1) has to do with “boot.” Boot is prop- 
erty which is included in a trade but is not 
of like kind, or is cash or its equivalent, or 
is other property not permitted to be re- 
ceived tax free, such as securities. The 
general rule is that a person who receives 
boot on an otherwise tax-free trade is tax- 
able either to the extent of his profit or to 
the extent of the boot received, whichever 
is less. Also, if boot passes both ways, that 
is, from each of the parties to the other, 
there used to be some question as to what 
the effect would be under the statute. It 
now seems fairly well established that only 
net boot is taken into account, that is, the 


“ 


only party treated as having received any 
boot is the one who receives more than he 
pays, and his boot is limited to the excess. 
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a $20,000 mortgage 





feature 
trade 
which is subject to mortgage 





is 


of 


particularly 
two 


significant 


properties, each ot 


Suppose one 


is worth $20,000 and has a $10,000 


and 


the 


who re ceived 


whether 


personal 


1 the 
ld to have received $10,000 of 


restingly 


other 


worth $30,000 


is 


las The parties 

will trade them, even Stephen. The govern- 
‘nt, however, looks at the gross values 
the properties and says each mortgage 
boot, that is, boot paid by the party who 
assumes the mortgage and boot received 
the party who is divested of it The 


1S 


$20,000 property 


net boot 


enough, this principle is ap 
or not the mortgage 1s a 
liability of the transferor and 


whether or not it is personally assumed by 
the transferee There is some question 
vhether an interest in a land trust might 
be regarded as a security which can't be 

ided tax free under Section 112 (b) (1), 
ind it seems advisable to avoid the use of 
a land trust where the property ts to be 
traded under Section 112 (b) (1) 

‘There ire some circumstances in which 
i disposition of property and reacquisition 
f like property is tax free under sections 
ther than Section 112 (b) (1) One ex 
imple is condemned property \nother is 
1 residence (under the new law) 

“T always thought tax-free reorganiza 
tions had to do with corporations,” Joe 
said, “and vou have just told me that the 
transfer can’t be tax free if vou use securities 








“T’ve been talking about Section 112 (b) 
(1),” I replied, “which is particularly ap- 
licable t real estate, directly owned. Cor 

rate ¢ i rations under Sections 112 

), 112 (1) and other subdivisions of S 

1 112 (b) may also be applicabl 

ire defined in technical terms but include 
prit cip illv, the succession by one ce rporation 
t the affairs of another and, particu 
larly, court-approved reorganizations. Gen 
erally speaking, exchanges in connection witl 
1 reorganization and certain transfers of 
property to a controlled corporation § art 
ix free, subject to complicated boot pro 
visions. Where you have a piece of property 
that someone else wants to buy at a profi 
ind you plan to reinvest the proceeds, it 
s sometimes possible to convert the trans 
action into a tax-free exchang¢ If vou get 
t that point, talk to me 

“One odd feature of t ee excha 

S rth mentionn f yu OW property 

iving a relativel higl st for lan 
wit the battdn ee fully de 
Keviated sls Selciancicidla celia Goiaals iia 
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times your depreciation deductions 
for tax purposes by a tax-free exchange, 
particularly under Section 112 (b) (1). Sup- 
pose you have a $100,000 depreciated cost 
for your present property, allocated $90,000 
to land and $10,000 to building. The land 
may not worth nine as much 
the building under current market 
tions, but you are bound by that allocation 
Suppose you then trade the 
7 yperty the 


You 


step up 


be times as 


condi- 


nevertheless 


property for another piece of pré 


1 
| 
land and building being of equal value 


will be permitted to allocate $50,000 of 
your cost to the new land and $50,000 to the 
new building, vielding depreciation poten- 
tially five times as great as you have bi 
taking on the old property.” 
Real Estate Losses 

“T realize,” said Joe, “that we have bee: 


talking mainly about profits, and I know 


enough about real estate to know that | 
may have some losses. What tax problems 
does that raise?” 

“Now, I feel better,” I said, “A law 
always likes to know his client’s feet are 
n the ground ling t 


The fundamental tl 
r about | is th: 





a 
while 


reme! SSes 18 RE. 

ating losses are a against current 
1 . ’ } 

rdinary income, an tor’s loss on sale 





or exchange of unproductive property is 
capital and may not yield much tax benefit 
The courts have held that this applies ever 


vhere the sale is not made by the owner 


and is involuntary, for example, in the case 


f a foreclosure sale During the nineteen 
thirties and early forties there was a gor 

deal of litigation to determine whether and 
when an owner is entitled to an ordinary 


leductible loss if the property is abandoned 
rather than sold. 
problem. However, 
might 
cribed to you some time ago 


This is quite a practica 


in a distress situation, 


you have a negative basis, as I des 


u might realize a gain upon a forecl 


sale or abandonment Since the abandon- 
ment would result in ordinary income, you 
would prefer to have the property sold 
‘The reorganization provisions of S« 
tions 112 (¢) and 112 (b) were enormous 
important in connection with the distress 


in real estate during the nineteen thirties 
= 


rour mayor questions were 


(a) whether 


involved, namel 


losses occurred, 


realized 


how much the loss was. (c) whether tt 
was capital or ordinary and (d) in what 
vear it occurred 
: er ‘ , 
The principal question—whether a loss 
was realized—hecame much simpler in 1943 
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upon the adoption of Sections 112 (1) and 
112 (b) (10) making court-approved plans 
nontaxable. This will not apply, of course, 
to a party whose interest is washed out 
completely in the reorganization proceed- 

The next most important question 
s whether the loss was capital or ordi- 
narv, but the importance of this question 
has been reduced greatly by the adoption of 
Section 117 (j).” 

“What about taking a loss on sale of my 
home?” Joe asked. “Some people say I can 
and some say I can’t take a deduction 
for it. 


I said: “Basically, a loss on the sale of 
vour home is not deductible, because it was 
not incurred in a profit transaction. How- 
ever, people have sustained a deductible 
loss after having moved out of the home 
and rented it to others. This is called 
Chere- 
ifter the home is depreciable, subject to the 
value on the conversion date, and a later 

l 


converting a home to a business use. 


sale mav result in gain or loss on the same 

basis. If you intend to convert your house 

to a business use, it is important to obtain 

. fair market value appraisal of the property 

from a responsible public appraiser and keep 
n vour file for future reference.” 


Valuation 

si ats rigl e Toe said “Somebody told 
that I should talk to you about the 
question of valuation. I thought a_ tax- 
payer on the cash basis was not supposed 
worry about increases and de- 
creases in value; that you realize profit or 


to have to 


ss only when you sell the property and 
get your money in hand 


1 was forced to answer somewhat weartly 
‘Unfortunately, the income tax law cannot 
be that simple There are many occasions 


whicl 


valuation of property is significant 
tax purposes. In all these circumstances 
ou must remember that the taxpayer has 


he fundamental burden of proof in tax 
litigation. The Commissioner has a theo- 
retical power to set up an arbitrary value 
nd then dare the taxpayer to prove it’s 
rong. If you do a little planning about 
these matters, vou will consult a highly 
qualified appraiser whenever a_ valuation 
question may arise and get a fair market 
value appraisal for your file.” 

Joe asked: “Can the government contest 
a bona fide appraisal?” 

I said: “Yes, the government has the 
Value 
is only a matter of opinion in normal cases, 


of} 


right to disagree with the appraiser. 


and the government has set up an engineer- 
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ing and valuation division which specializes, 
among other things, in appraising property.” 
“Isn’t the county assessor’s value con- 
trolling?” Joe asked. 
“No.” 
is merely his opinion for special purposes. 
It is only one item of evidence. The test 
of value in income tax matters is the fair 
market value of the property, that is, the 
price at which the property would be sold 
between a willing buyer and a willing seller, 


I answered. ‘The assessor’s value 


neither being under compulsion to move. 
The best evidence of such a value is an 
actual arm’s-length sale of the property in 
question or similar other property. All the 
evidence is subject to interpretation and 
explanation on the basis of the actual facts 
of the case.” 

“What other problems do I have to think 
about?” Joe asked. 

“There are many,” I answered, “but | 
shall limit myself to a brief reference t 
prorations and the dating of transactions. 


Prorations 


and Dating of Transactions 

“At the time you buy or sell a piece of 
property, you will normally agree with the 
other party on a price, subject to prorations 
Each of the parties is credited for his ex- 
penditures from which the other party gets 
the benefit. For example, unpaid property 
taxes are often assumed by the buyer, and 
fuel, utilities and insurance may have been 
paid for by the seller. i 


There are two pri- 
mary thin 


rs to remember in this conne: 






tion. First, the deduction for real estate 
tax on the property is normally allowable 
only to the person who owned the property 
on the tax lien date. Therefore, it is i: 
the interest of both parties to see to it that 
the tax is paid by the buyer, if the sale 
occurs before the lien date, and by _ the 
seller, if the sale occurs after the lien date. 
Otherwise, the deduction is lost. This can 
be arranged by an escrow or other security 
device and the one who pays the tax in this 
way is entitled to deduction of the entire 
vear’s tax even though he occupied the 
property only part of the year. 

“Second, the prorations have an effect 


upon current deductions of both buyer and 


Fuel, 
utilities and current insurance are not cap- 


seller and upon amounts capitalized. 


italized but are treated as current deductions 
by the persons respectively bearing their 
cost. Taxes are capitalized by the person 
not paying them, and there are other capital 
items. Every proration statement shoul! 


be scrutinized with these questions in mind 
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Timing of Purchases and Sales 


“What about the timing of purchases and 
sales?” Joe asked. 

“Timing affects two things,” I said, “(a) 
the length of the holding period and the 
determination whether the transaction is 
long term or short term and (b) the year of 
disposition to determine what tax rates and 
other technical provisions are applicable and 
to determine when the transaction should 
be reported. 

“Generally speaking, a holding period com- 
mences not when the contract of purchase 
is executed but when the property is ac- 
tually acquired, either directly or beneficially. 
There is some confusion about when a trans- 
action is completed, and the particular facts 
must be scrutinized, but, generally speaking, 
(a) the holding period terminates when the 


+ 


property passes the buyer, (b) a loss is 
realized when the seller’s rights are perma- 
nently fixed, (c) a profit is realized by a 
seller on the cash basis only when it is 
received by him or unconditionally available 
to him. Without going into this point too 
closely, 


and security devices mz 


it is obvious that the use of escrows 


] 


introduce consider- 





able flexibility in the timing of transactions.” 

At this point Joe helped himself to a long 
drink of cold water, took a walk around 
the room, and then sat down again. “How 
does all this apply to Charlie?” he asked. 


“Charlie has money and wants to get a 








ier than to build up 
“The principles are the 
his motivation and plan- 
For example, he would 
not be likely to buy a piece of real estate on 


out of it r: 





an estate,” I said. 
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same for him, 1 


ning are different. 


a thin equity and use the profits to pay off 
He would be more likely to 





a pi sce OF property and use 
live on. If he is as bullish 
estate market as you, he can 


rn of depreciation as living 








come tax rates 
. 
TY 2) aecim- 
1 1 1 bd 1 

in \ e thr ving, he can protect 
himself to a certain d e by meticulous 
re and maintenan which are currently 
deductible Furthermore, his invasion of 
capital is systematic, which makes it more 
wholesome, and his family may very well 


be left with substantial value in the property, 
7 a passage of time. In addition, 
e property until his death and 
the property has appreciated in value, his 
family will get a stepped-up basis and will 


Pi 
be able to start depreciation all over again. 
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Another point about Charlie is that his 
use of a corporate ownership of property 
would be different from yours. Your cor- 
poration would borrow its money from a 
bank or an insurance company or other 
lender and pay off out of current profits 
Charlie’s corporation might borrow money 
from him, provided he has contributed a 
reasonable amount to the stated capital of 
the corporation, and then repayment of the 
loan by the corporation to him might be 
a tax-free return. This is a matter whicl 
would be closely scrutinized on the facts, 
both with respect to the corporation’s tax 
position under Section 102 and with respect 
to Charlie’s tax position on receipt of the 
loan repayments. 





“Charlie’s chain-store deal, too, would 
probably be different from yours. You 
would buy the vacant land and try to get 
the tenant to build the building. Ch: 
might buy the land and make a deal with 
the chain-store tenant under which he would 
build the building. These deals are a matter 
of close arithmetic between the landlord and 
the tenant. In effect Charlie would b 
financing the chain store’s operation. In 
return for this, he may get a good return 
on his money and end up owning the build- 
ing at a moderate net cost. If the tenant 
is highly successful and, particularly, if the 








lease calls for a percentage rent, Charlie 
be able to sell his interest and effect a long- 
term capital gain. 


a financing whi 


\ similar method of 





might apply to Charlie is one in which he 


operates as a third party between an owner 


without much capital and a tenant whi 


doesn’t want a large investment The owner 
can lease the vacant land to Charlie an 
Charlie can build the building and then st 


lease the improved property to the tenant 





ransaction Charlie will be entitled 






the building over the term 


is ground lease, a fixed term, rather than 





over an uncertain depreciable life of the 
ling, and then he will know the precis 
etic of his financing transactio1 If 





the sublease is for a shorter period 
1e ground lease, there may also be room 


for a long-term capital gain to Charlie 


this type of deal.” 
\t that point Joe interrupted me. “That's 
enough for Charlie,” he said. “If he wants 


any more advice, let him get it on 
own time. What about Jim? In thinl 


about buying real estate to be used in 





connection with his business, what special 
tax questions should he have in mind?” 
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“Jim should get his information on his 
own time, too,” I replied. “He will un- 
doubtedly have special business circumstances 
that cannot be covered by generalizations. 
3ut there are a few things that can be said. 

“For example, some businessmen like to 
have the business corporation lease vacant 
land for a substantial term, say 20 years, 
and then build a building which they will 
be able to amortize over the lease term. 
This avoids the uncertainty of depreciation 
rates and enables them to plan their tax 
financing very precisely. 


+ 


Furthermore, Jim 
might be able to put some renewal options 
into the lease so as to give himself effective 
control over the property for a longer period 
than 20 years, and yet, until the option is 
exercised, he may be permitted to continue 
to amortize the building over the original 
term. The courts have not fully explored 
this question, and Jim should be sure to 
talk over the exact facts of a proposed deal 
very carefully with his tax adviser before 
entering into it.” 


“T thought Jim’s best chance would be 
to buy the property personally and lease it 
to the corporation,” Joe said. 


“Yes and no,” I answered. “It depends 
in part on the financing situation. Jim 
could buy the fee and lease it to the cor- 
oration for construction, as I just ex- 
lained, and that type of program might 
) irely satisfactory if the rent is fair. 
This type of transaction is particularly in- 
teresting in view of the rule, which I de- 
scribed to you some time ago, that the fee 
owner doesn’t realize income upon con- 
struction of a building by a tenant. 


+1 





However, 
lis question has not been fully explored by 
the courts in transactions between a cor- 
poration and its stockholders, and I would 
advise Jim to get good advice in connection 
with any such deal he plans to make. If 
Jim has a lot of money personally and 
wants to conserve the corporate finances, 
he might buy the improved property per- 
sonally and lease it to the corporation at a 
proper rent. If he hasn’t a lot of money 
personally, he might be able to finance the 
deal on a thin equity if he pledges the 
corporate lease as additional collateral for 
the mortgage. This is sometimes a very 
good type of deal, because the real estate 
rental market often justifies rents which 
represent an excellent yield on the money 
invested.” 


“You mean to say that Jim can realize a 
handsome profit at the expense of his cor- 
poration? Won’t the government claim 
hat he has received a dividend?” Joe asked. 
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“You can’t guarantee Jim against a gov- 
ernment claim,” I said, “but the critical 
question is whether the rent is a fair rent 
in light of the existing market, not whether 
Jim is making a profit. This is one situation 
in which it is important to have a reliable 
appraisal in the file at the time the deal is 
made. Deals of this sort have sometimes 
permitted the owner to pay off a sub- 
stantial mortgage out of rent payments 
from the corporation and end up with 
valuable property. In recent years the 
value resulting from the mortgage payment 
has been augmented by appreciation result- 
ing from the ascending real estate market.” 

“When that happens could Jim sell the 
property to the corporation and get a long- 
term capital gain?” Joe asked. 


Code Section 117(o) 


“Until this year he could,” I answered, 
“but Section 117(0) of the Code, adopted in 
Section 328 of the 1951 Revenue Act, just 
passed, puts some limitations on this prac- 
tice where the corporation is 80 per cent 
owned by the seller. This provision is 
technical and may be changed from year to 
year. However, there is still nothing in the 
law to prevent Jim from selling the property 
ultimately to outsiders on a long-term cap- 
ital gain basis.” 

Joe asked: “When would it be better for 
the corporation to buy the property?” 

“One case,” I said, “would be where the 
corporation has been operating profitably, 
has a large earned surplus and abundant 
working capital. Such a corporation might 
be charged with a surtax under Section 102 
for unreasonably accumulating surplus. If 
the working capital is devoted to legitimate 
plant construction, the Section 102 pressure 
is eased, particularly if there is a substan- 
tial purchase-money or construction mort- 
gage which is payable over a period of time. 

“Another point has to do with Section 
117(j) which I mentioned before. If the 
corporation uses the real estate in the busi- 
ness for more than six months and later 
sells it, profit on the sale would be long- 
term capital gain, taxable at only 25 per 
cent or 26 per cent, and a loss would be 
allowable in full as an ordinary deduction. 

“Tf the plant is to be built for war pro- 
duction, the corporation may be permitted 
to get a five-year emergency amortization 
under Section 124 (a). 

“If the property is already owned by an 
existing corporation, at an adjusted cost 
which is not the same as its present value, 
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buying the stock of the cor- 
rather than the property itself. 
of the law has not been fully 


vou should consider the effect 
112(b)(6), relating to tax-free 
liquidations of subsidiary corporations, and 
| modification of the Section 112(b)(6) 
headed by the 
f Generally speaking, subject 
to the further development of the Koppers 
better off 
to buy the real estate direct, if the purchase 
than the book and te 
corporate stock if it is less. If 
than book value 
sellers insist on selling stock rather 
Jim might be better off to 
and liquidate the corporation 


explored, but 
Section 
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‘There is also room for some 


in the acquisition of another 


or property owned by another corporation 


the present owner has a net operating 


loss or an unused excess profits credit. This 
s a big subject, and it must be considered 


light of Section 129 of the Code 


which 
trafficking in 


attempts to prevent a oper- 
ating losses and excess profits credits. The 
question is not peculiarly applicable to real 
estate transactions except that real estate 


is often accompanied by a substantial capital 


nvestment and substantial depreciation 


corporation in the 


will be 


excess 
profits brackets 


ecitimate 


tempted into a 
real-estate-acquisition program be- 
mortgage borrowing for 
will be 


may, 


cause the construc- 


tion or purchase effect as 


borrowed 


given 
therefore, be 
hope 
excess profits taxes will not last indefinitely, 


capital and 


relatively inexpensive. However, we 
and Jim should not rely too heavily on this 


point.’ 


Toe interrupted me again “All of these 
indicate an ad 
Jim told 
looking the 


their prop 


said, “seem te 
‘ eras 
real estate acquisition 
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of people are 
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other way, 
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“That's why I said that 
know 


re some 


IT would have to 


Tim’s position,” T answered. ‘There 
advantages and problems in con- 
with the sale-and-lease-back. If Jim 
wants to expand and funds, a 


and-lease-back will control 
+} 


nection 
nee ds sale- 
give him over 
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the property and makes payments on a 
mortgage, his depreciation deduction may 
not be equal to his cash payments, and 
he is in the excess profits tax bracket, he 
might find it difficult to meet cash require- 
ments which are not deductible.” 


“Ts there any point in his selling property 
to a charitable institution?” Joe asked 


“That type of deal used to be more 
tractive than it is now,” I answered, “he- 
cause of Section 423 of the Code re lating 


to Supplement U leases. If the charity js 
not going to pay cash in full for the property 
and the lease-back is going to be for 

han five years, Jim might find that the 
charity is no better than any other purchaser 
under the present tax law.” 


more 
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“T understand,” Joe said, “that some peopl 10 
have used holding corporations to buy real 
estate. Would it be a good idea for Jin mas 
do that and then lease the property to his 
operating company?” 
Sections 502(f) and (g) 
“Real estate investments are ofte 
ticularly attractive for holding corporations,” 
I said, “because, under Section 502(g) of 
the Code, rent received is normally 
personal holding company income if. th 
rental income for the taxable year is 50 per 
cent or more of the gross. This means that 
heavy real estate investments may keep a 
corporation out of the personal holding 
company class. However, under Sectiot 
502(f) this is not true of rents received 
the use of the property by the holding 
corporation’s shareholders. If Jim intends 
to use the property for himself or his oper- 
ating company, | doubt that he wil 
very much benefit from the use of a separ 
corporation to acquire the property.” 
At this point Joe dragged himself out o1 \ 
his chair, started to shake my hand and F 


said goodbve. All 
“Wait a minute,” I t told 1 
anything 


said, a 
you about gift and estate tax Ali 


matters.” 


“Some other time,” he muttered 


ten other appointments.’ 


"kay, 7 


1 
11s: 


said, “but just let met say 


; 3 
Beware of 


All 


joint teneneyv with vour wife.” 


This plainly surprised him, but he was I 


not in a position to pursue the matter, and 
An 


he left the office mumbling something about 
calling me up for another appointment. 


[The End] 











End] 
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City Tax Calendar... 


January 1—A/abama: Birmingham retail and 
wholesale dealer gross receipts tax re- 
ports and payment due. 


January 15—Arizona: Phoenix business 
privilege tax reports and payment due; 
Yuma business privilege tax reports and 
payment due. Colorado: Denver sales 
tax reports and payment due. Michigan: 
Detroit property tax semiannual install- 
ment due. Ohio: Youngstown employer 
withholding reports and payment due. 
Pennsylvania: Erie employer withholding 
tax reports and payment due; Scranton 
employer withholding tax reports and 
payment due; Scranton employer with- 
holding tax reports and payment for 
school district income tax due. Washing- 
ton: Seattle occupation tax reports and 
payment due; Tacoma occupation tax re- 
ports and payment due. 


January 20—Louisiana: New Orleans sales 
and use tax reports and payment due. 
New York: New York City sales and use 
tax reports and payment due. 
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January 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. Pennsyl- 
vania: Philadelphia real property tax due. 

January 30—Pennsylvania: Philadephia in- 
come tax reports and payment on wages 
and salaries not withheld at source due. 
Utah: Provo merchant and retailer tax 
reports and payment due. 

January 31—California: Los Angeles monthly 
or quarterly sales and use tax reports 
and payment due; Oakland sales and use 
tax reports and payment due; San Fran- 
cisco sales and use tax reports and pay- 
ment due. Kentucky: Louisville withhold- 
ing tax reports and payment due (last 
day). New Jersey: Trenton gross receipts 
tax license application due. Ohio: Colum- 
bus employer withholding reports due; 
Dayton employer withholding reports and 
payment, if $50 or more, due; Toledo 
employer withholding reports due. Penn- 
sylvania: Philadelphia withholding reports 
and payment for December due. 
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Federal Tax Calendar 





February 1—— 


Return due on nontaxable corporate dis- 
tributions during 1950, (Regulations 
111, Section 29.148-1(b).) Forms 1096 
and 1099. 

Final date for filing ownership certificate 
on Form 1000 to establish exemption 
from withholding from 1950 interest on 
corporate obligations issued prior to 
January 1, 1934, containing a tax-free 
covenant. (Regulations 111, Section 

29.143-3.) 


February 15—— 


Due date of annual information returns 
of dividends, salaries from which tax 
has not been withheld and other 1950 
payments. (Regulations 111, Sections 
29.147-1—29.147-3, 29.148-1.) Forms 1096 
and 1099, 

Last day for filing returns of informa- 
tion as to foreign items paid during 1950 
to individuals, fiduciaries and partner- 
ships. (Regulations 111, Section 29.147-7.) 
Forms 1096 and 1099. 

Final date for filing information as to ac- 
tual owner by ostensible owner of 1950 
income. (Regulations 111, 
29.147-8.) Form 1087. 

Last day for filing returns of information 
on 1950 liquidation distributions. 
lations 111, Section 29.148-3.) 
1096 and 1099L.. 

Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) employees’ 
tax withheld under Section 1401, and 
3) employer’s tax under Section 1410 

here, in January, the aggregate of 

1 amounts exceeded $100. 


Section 


(Regu- 
Forms 





Due date, by general extension, of returns 
for the fiscal year ended August 31, 1950, 


in the case of (1) foreign partnerships; 
(2) foreign corporations which maintain 
otlices or places of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or trav- 
eling abroad, including persons in the 
military or naval service on duty outside 
the United States. (Regulations 111, 
Section 29.53-3(a).) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 1040. 

By general extension, last day for fiduciaries 
of estates and trusts to file nontaxable 
returns of income for fiscal year ended 
July 31, 1950. Extension is not appli- 
cable to returns of beneficiaries or other 
distributees of such estates or trusts. 
(Regulations 111, Section 29.53-3(b).) 

Monthly information returns of stockhold- 
ers and of officers and directors of foreign 
personal holding companies due for Janu- 
ary. (Regulations 111, Sections 29.338-1, 
29.339-1.) Form 957. 

Returns of stamp accounts by brokers, deal- 
ers in securities, etc., due for preceding 
month, Form 828. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 

February 28 

Returns for excise taxes due for January. 


. i saath ee pee ps : 
Forms 726, 727, 728, 728(a), 729, 932. 





City Tax Calendar... 


February 1—Missouri 


tax reports due. 


Kansas City property 


February 15—Arizona: Phoenix business 

rivilege tax reports and payment due. 
Denver sales tax reports and 
Pennsylvania: Scranton em- 








ployer withholding tax 
pl hhold 
ment due. 
February 20—/ouisiana: New Orleans sales 
and use tax reports and payment due. 
February 28—California: Los Angeles gross 


receipts tax statements and tax due. 


reports and pay- 
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